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ABSTRACT
D is tin c tio n s  between d e p re c ia t io n , recovery  and replacem ent of 
d ep rec iab le  p ro p erty  a re  made rep ea ted ly  b u t they  a re  n o t held to  be 
m utually e x c lu s iv e . Regarding recovery -  the paper q u es tio n s , i f  the  
c a p i ta l  funds consumed have been recovered , what are the cond itions 
c o n tr ib u tin g  to  th e  s i tu a t io n  wherein i t  is  observed th a t  these funds 
"may be" a v a ila b le  r a th e r  than  "are"  a v a ila b le  fo r  re investm ent in  
d ep rec iab le  a s se ts ?
The study is  not involved w ith techniques and procedures but 
r a th e r  i s  an id e a  -  a  hypothesis about lo n g -liv ed  a s se ts  fu n d s, t h e i r  
tr a c in g  and a n a ly s is .  The term  "funds" u n q u a lif ie d  i s  employed to  en­
compass a l l  f in a n c ia l  r e s o u rc e s ; q u a lif ie d  v a r io u s ly , i t  i s  used to  
d e fin e  the resources of a firm  which a re  of a p h y s ic a l, d ep rec iab le  
n a tu re  (lo n g -liv e d  a s s e ts  funds) and th e i r  tran sfo rm atio n  from th is  
com mitted, embodied s ta te  to  a s t a te  o f l iq u id i ty  (recouped d ep re c ia tio n  
funds) through u t i l i s a t i o n  ( d e p re c ia tio n  fu n d s). W ithout departing  from 
gen era l accounting procedures and p r a c t ic e s ,  the  "funds id e n t i f ic a t io n  
form at" i s  in troduced  to  emphasize th e  time dimension of the  lo n g -liv ed  
a s s e ts  funds in  the sta tem en t of p o s it io n  and the a c t iv i ty  dimension 
of the d ep rec ia tio n  funds in  th e  income sta tem ent as w e ll as c o r re la tin g  
th e  two in  th e  funds s ta tem en t.
I n i t i a l l y  an exam ination i s  made of the concepts o f lo n g -liv ed  
a s s e ts  and t h e i r  e x is te n c e  as rep o rted  through accounting exp ressions 
o f th e i r  v a lu e . Such exam ination i s  expanded to  include concepts of 
d e p rec ia tio n  and th e  a p p lic a tio n s  of these  concepts through d e p re c ia tio n
x i
accoun ting . D eprecia tion  (and th e  accounting th e re fo r )  is  tr e a te d  as a 
co n s id e ra tio n  of prime im portance in  m ain ta in ing  the r e a l  value of c a p i­
t a l .  In th e  po litico-econom ic environment i t  i s  sought to  a sc e r ta in  
whether th e re  are p ressu res  (o r p o te n t ia l  le g a l  p re ssu re s )  toward in ­
v es tin g  in  lo n g -liv ed  a s s e ts ,  to  s h i f t  the  a rea  of spending from f i s c a l  
po licy  and governmental spending to  a g re a te r  degree of p r iv a te  in v e s t­
ment. C ap ita l budgeting fo r replacem ent (re investm en t) and expansion o f 
c a p i ta l  goods i s  in v e s tig a te d . The c y c lic a l  flow o f the lo n g -liv ed  
a s se ts  funds through investm ent, d isinvestm en t and reinvestm ent i s  
rep ea ted ly  enmhasized.
The in v e s tig a tio n s  a re  lim ite d  to  considering  owner investm ent 
and in te rn a l ly  generated funds fo r  use in  the a c q u is it io n  o f lo n g -liv ed  
a s s e ts ;  th e  paoer i s  not extended to  the co n s id e ra tio n  of a l te rn a tiv e s  
bu t r a th e r  th e  co n s id e ra tio n s  contained  h ere in  may be construed as an 
exam ination o f one a l te rn a t iv e  to  the q u es tio n  of acq u irin g  lo n g -liv ed  
a s s e ts .  A problem ,revolving around "The F irm ,” i s  s e t  f o r th  and ana­
lyzed . The problem is  evolved under vary ing  con d itio n s p e r ta in in g  to  
th e  accounting fo r  and the m anagerial d ir e c t in g  of recouped d ep rec ia tio n  
funds *
G enerally  accountants recognize th e  f lu x  or s h i f t  between long- 
liv e d  a s s e ts  funds and funds approxim ating a more liq u id  s ta te  b u t have 
continued to  p lace  too  much emphasis in  income accounting on the  "net"  
inflow  o f  funds. This f lu x  needs to  be emphasized fo r  management, par­
t i c u l a r ly  th a t  span of flow where these c o n n itte d  funds have a t ta in e d  
once ag a in  r e l a t iv e  l iq u id i ty  and are  c u r re n tly  av a ila b le  fo r  a v a r ie ty
x i i
of usee inc lud ing  re-commitment to  the natu re  of lo n g -liv ed  a s s e ts  
fluids. Emphasis on "net"  revenues, to the exc lusion  of the co n s id e r­
a tio n  th a t  i t  i s  “ g ross11 revenues th a t  should be the f i r s t  o b je c t of 
management's a t te n t io n s  co n tr ib u te s  much to  the am biguity of the 
accounting-management problem of m ain tain ing  c a p i ta l  in ta c t .
D epreciation  funds do not rece iv e  due emphasis in  terms o f being 
recouped and av a ila b le  and, th e re fo re , a s p e c if ic  co n s id e ra tio n  among 
a l te rn a t iv e s  in  d ec is io n  making a f fe c t in g  maintenance o f the in te g r i ty  
of th e  lo n g -liv ed  asse ts  fiinds. I t  i s  suggested th a t  the p o rtio n  of 
accumulated d ep rec ia tio n  account balances defined  and o r ig in a tin g  from 
the c u rren t d ep rec ia tio n  charges, econom ically s ta te d ,  a re  “funded" to  
the ex te n t th a t  they  are covered by revenues. Management has a v a ila b le  
to  i t  a source of funds c u r re n tly  a v a ila b le  fo r  m ain ta in ing , a t  le a s t  a 
p o rtio n  o f , the fu n c tio n a l cap ac ity  o f the f irm 's  lo n g -liv ed  a s s e ts .
CHAFTUt I
INTRODUCTION
Accounting th e o r is ts  (p ra c t i t io n e r s  as w ell as academ icians) 
seem to  em phasize, In  g en e ra l, th a t  d e p re c ia tio n , recovery  and re p la c e ­
ment o f d ep rec iab le  p ro p erty  a re  d i s t i n c t  one from the o th e r , b u t a t  
the same tim e they  do no t say th a t  d e p re c ia tio n , recovery and rep la ce ­
ment a re  m utually  independent* I t  " is  tru e  th a t  'fu n d s 1 re s u l t in g  
frcm th e  're c o v e ry 1 of c a p i ta l  consumed, through the charge fo r  dep re­
c ia t io n ,  may be a v a ila b le  fo r  replacem ent o f d ep rec ia ted  a s s e t s .”^ I t  
i s  the expression  "may be" th a t  r a is e s  the q u es tio n , what are th e  con­
d it io n s  which r e s u l t  in  a "may be" r a th e r  th an  a " w ill  be" s i tu a tio n ?
As th e  com plexity o f modem economies has grown, th e  p ressu res  
of many groups have been e x e rted  encouraging and r e s u l t in g  in  th e  con­
tin u o u s , voluminous and o ften  d iv e rg en t expounding of views reg ard in g  
c a p i ta l  and i t s  m aintenance. P ressures a re  evidenced by expressions 
of v a rio u s  elem ents o f modem economies -  the  in v e s to rs  in  c a p i t a l ,  the  
managers o f c a p i t a l ,  th e  accoun tan ts fo r  c a p i t a l ,  en g in ee rs , l e g is la ­
t iv e  bod ies, econom ists, and even p o l i t ic i a n s .  I n te rn a t io n a l ly ,  
po litico -econom ic concern w ith  th e  investm ent In  c a p i ta l  goods I s  
ev idenced. The Swedish investm ent re se rv e  p ro v is io n s when implemented 
by th e  in d iv id u a l f irm  a re  in  e f f e c t  a funding o f d e p re c ia t io n , w ith
^W illard  J . Graham, "D epreciation  and C a p ita l Replacement in  an 
In f la t io n a ry  Economy*" The Accounting Review. Vol. XXXIV. No. 3 ( J u ly . 
1959), p . 360.
do f i n i t e  modem po litico -econom ic o vertones. The American allowance 
of th e  Investm ent c r e d i t  and a c c e le ra te d  d e p re c ia tio n  p rocedures, and 
th e  B r i t i s h  i n i t i a l  allowance (which fu r th e rs  a c c e le ra tio n  of depre­
c ia t io n  and reduces the d ep rec iab le  c o s t)  and the added investm ent
allowance can lo g ic a l ly  be deduced to  be " in te r e s t  f re e  loans to  en-
2
courage c e r ta in  types o f c a p i ta l  form ation . . ."
"C ap ita l"  i s  a term which can be c la sse d  as generic because of
i t s  many co n n o ta tio n s . Using balance sh ee t c o n s tru c tio n  as a p o in t o f
re fe ren ce  i t  has been and is  used to  r e f e r  bo th  to  the l e f t  s id e  and
a s s e ts ,  and to  th e  r ig h t  s id e  and owners' eq u ity  ( in  t o t a l  and in
p a r t s ) .  In  th is  paper " c a p i ta l"  i s  used in fre q u e n tly  bu t when used
i t  i s  p r im a rily  to  r e f e r  to  th e  fo rm er, and more s p e c i f ic a l ly  to  th a t
p o rtio n  of t o t a l  resou rces a v a ila b le  to  c a rry  on opera tions which is
3
of a ta n g ib le , d ep rec iab le  n a tu re , In o th e r  words those a s s e ts  which
^Arthur K, Cannon, "Tax P ressu res on Accounting P rin c ip le s  and 
on A ccountants ' Independence," The Accounting Review, Vol. XXVII, No. 1* 
(O ctober, 1952), p . 1*20.
3Cf .  " In  th e  b ro ad es t sense th e  c a p i ta l  of a business co rpo r­
a tio n  i s  measured by th e  t o t a l  reso u rces  a v a ila b le  to  c a n y  on operation, 
reg a rd le ss  o f so u rce ,"  W. A. Paton ( e d . ) ,  A ccountants1 Handbook, th i r d  
e d it io n  (New York* The Ronald P ress Company, 191*8), p . 979; " 'C a p ita l*  
Is  th e  aggregation  of economic s e rv lc e -p o te n t ia la  ( a s s e ts )  devoted to  
th e  o b je c tiv e s  o f a given e n te r p r is e ,"  W illiam  J ,  V a tte r , "S ection  I I I ,  
Chapter 12 , Corporate Stock E q u it ie s ,"  Modem Accounting Theory (a  
re v is io n  o f Handbook o f Modern Accounting 'ftieo ry j, e d ite d  by Morton 
Backer (Englewood CliTTs, N. j . *  P ren t ic  e -  H a ll, I n c . ,  1966), p . 259; 
"C ap ita l may r e f e r  to  e i th e r  th e  a s se ts  o f  a bu sin ess  o r th e  e q u i t ie s  
in  th e  same a s s e t s .  • • • The term  c a p i ta l  seems u se fu l in  em phasising 
th e  f i n m c i a l  n a tu re  o f  a s s e ts  fo r  accounting pu rposes,"  W endell P . 
Trum bull, "P rice -L ev e l D eprec ia tion  and Replacement C o st,"  The 
Accounting Review, V ol. XXXHI, No. 1 (Jan u a ry , 1958), fo o tn o te  1, 
p . Vi,
3
are m an ife s ta tio n s  of coramitted funds to  a passive  id e n t i ty  in  time as 
opposed to  a s ta te  of l iq u id i ty  capable o f r e la t iv e ly  immediate e x te r ­
n a l exchange such as cash . P rim a rily , th e re  are  two phases o f c a p i ta l  
form ation w ith  which th is  study i s  concerned: (1) d e fin in g  the u sin g
and recouping of c a p i t a l ,  and (2) planning or budgeting fo r  continuance 
of c a p i ta l ,  i . e . ,  c a p i ta l  replacem ent (re in v estm en t) and expansion 
necessary  fo r  continuance o f e x is t in g  c a p i ta l .  This paper is  based on 
the prem ise th a t  c a p i ta l  must be m aintained in t a c t .  This in  no way 
Im plies th a t  physica l a s s e ts  must or w ill  be rep laced  by abso lu te  kind 
b u t r a th e r  im plies th a t  th e re  is  a p h y sica l framework (as same have 
re fe rre d  to  i t ,  a ’’b ask e t of goods” ) th a t  i s  necessary  in  o rder to 
c a riy  on the a c t iv i t i e s  of the b u s in e ss , and th a t  as the p h y s ica l p la n t 
is  u t i l i z e d  (consumed) in  such opera tio n s th e re  are of n e c e s s ity  con­
s id e ra tio n s  p e rta in in g  to  i t s  rep lacem ent. The maintenance of the  
in te g r i ty  of th i s  p h y s ica l cap ac ity  ( i . e . ,  the  cap ac ity  to  produce 
income^) has been and i s  the concern o f many th e o r is t s  and p r a c t i t io n e r s  
in  various phases of the t o t a l  endeavors of th e  economy. This paper i s  
concerned w ith  an accounting approach to  th is  problem and how accounting 
might se rve  management in  discharging th i s  re e i> o n s ib llity . Management, 
in  perform ing i t s  fu n c tio n s , i s  a ttem pting  c o n s ta n tly  tc  b rin g  in to  
e f f e c t  the most harmonious "mix” o f  a s s e ts  in  th e  conduct of oper­
a tio n s  of th e  firm ; accounting i s  con tinuously  s t r iv in g  e f f e c t iv e ly
^C f. M. L. Dasgupta, "M aintaining C a p ita l I n t a c t , ” Cost and 
Management, Vol. U l, Vo. 9 (O ctober, 1967), p . 23.
h
to  define  and d esc rib e  th i s  "mix’* which i s  a mix of funds which a re  in  
a co n stan t s t a t e  of flux* In such endeavor, th e se  d e sc r ip tio n s  ( in  
re c o rd s , rep o rts  and an a ly ses) a re  involved n o t only w ith  th in g sb u t 
encompass a c t i v i t i e s  (movements) as w ell*  Whether Im plied o r s p e c i f i ­
c a l ly  s ta te d  l a t e r ,  " c a p ita l"  i s  equated w ith  purchasing power, economic 
power to  command o th e r  goods and se rv ices  -  h e re in  l i e s  th e  in te g r i ty  
o f th e  e n tity * s  a s s e t s .  This study  i s  not involved p rim a rily  w ith  
techniques and procedures b u t is  r a th e r  an id ea  -  a hypothesis about 
lo n g -liv e d  a s s e ts  funds, th e i r  tra c in g  and a n a ly s is .
In  th e  Accountants 1 Handbook, under th e  to p ic  of "d isp o s tio n  
o f recovered  p la n t fu n d s,"  i t  is  observed in  th re e  of e ig h t cases 
enumerated ( i . e . ,  used to  expand p la n t ,  to  make rep lacem ents, and to  
In crease  working a s s e ts )  th a t  " the  abso rp tio n  o f funds i s  o f te n  so 
continuous and commonplace a fe a tu re  o f f in a n c ia l  o pera tion  as 
sc a rce ly  to  c o n s t i tu te  a d e l ib e ra te  and sp e c ia l p o lic y ."'* In  th e  
o r ig in a l  conclusions Mason drew w ith  re fe ren ce  to  th e  f in a n c ia l  aspects 
o f d e p re c ia tio n  accoun ting ,^  he observed th a t  " the  a s se ts  re ta in e d  as 
a r e s u l t  of th e  reco rd ing  o f  d e p re c ia tio n  w i l l  n o t au to m atica lly  be 
accumulated in  a fund w aitin g  to  be in v e s ted . . . .  The 'investm ent* 
of re ta in ed  funds . . .  i s  u su a lly  an autom atic r a th e r  than a conscious
^A ccountants1 Handbook, op. c i t . .  pp. 7U8-7U9, emphasis added.
^Perry Mason, "Cash flow" A nalysis and the Funds S tatem ent, 
Accounting Research Sim^y No. <? (Beu fork* American I n s t i tu t e  o f 
C e r t i r ie d  Public locoun tan ls”  T961), fo o tn o te  36, p . 31 , th e  au th o r 
r e f e r s  the re a d e r  to  h is  e a r l i e r  a r t i c l e  (anno ta ted  in  fo o tn o te  7 
below ).
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On th e  o th e r  hand P aton , In  add ressing  a ch ap ter of
the N.A.CC.jA. and speaking v l th  re fe ren ce  to  th e  d ed ica tio n  and reded-
g
ic a t io n  of funds to  th e  pool of co s t f a c to r s  observed th a t
• • • th is  i s  a n a t te r  o f f in a n c ia l  a d m in is tra tio n  on which 
accountan ts can have l i t t l e  in flu en ce . We can , however, do a 
more complete job  in  tra c in g  and reg ia te rT ng  the flow of Tun3a.
• * * by folTowing~The flow o f funds more c lo se ly  • . • tE ere
i s  no p o s s ib i l i ty  o f d iv idends therefrom  pa s se ts  in  whicli su rp lu s  
re s id e a l  u n le s s a n d  u n t i l  th e fu n d s  involved a re  l ib e r a te d , or 
u n le ss  and u n t i l  o ther funds -  such as the p o rtio n  o f  g ross rev e ­
nues ehargecTTor th e  purpose o f recogn iz ing  d e p re c ia tio n  -  are  
a r re s te d  in  t h e i r  normal flow  and made to  assume th e  ro le  o f  n e t 
earn ings .9^”
In o th e r words, an im portant function  of accountants as accountants,^®  
w ith in  th e  sphere of in te rn a l  c o n tro l ,  i s  th e  tra c in g  and d escrib in g  
o f th e  flow  of funds the o b je c t being c o n tro l  over such flow s. Further, 
the more conscious th e  tra c in g  o f the flow o f funds Is  th e  more con­
sc io u s , r a th e r  th an  au tom atic , th e  d ir e c t in g  of th e se  flows may be 
expected to  be. Only through conscious d ir e c t in g  can the funds in  
th e i r  normal flow be a r re s te d  and be channelled  in  re sp e c tiv e  d ire c tio n s
Tperry Mason, "The F in an c ia l Aspects o f D eprec ia tion  A ccounting," 
The Accounting Review, V ol. Z (Septem ber, 1935). P. 2l*5. emphasis
S3?e3T
o
" . . .  c o s t f a c to r s ,  'com m itm ents,1 funds a lre ad y  p laced  in  
jeopardy , a lread y  ded ica ted  to  th e  s p e c ia l  purposes of th e  e n te rp r is e ,  
p r im a r ily , in  th e  form o f  in v e n to rie s  and p la n t .  . . . "  W illiam  A. 
Paton, "Cost and P ro f i ts  in  P re sen t Dgy A ccounting," Paton on Account­
in g , e d ite d  by H erbert F . Taggart (Bureau of Business R esearch, ftradurfe 
School o f Business A d m in is tra tio n , The U n iv ersity  o f  M ichigan, 19&U), 
p . 318. (Talk d e liv ered  before Chicago Chapter of N .A .[C jA . in  193U.) 
o
Ib id . ,  emphasis added.
10This i s  n o t to  p reclude accountants from th e  ro le  o f manager, 
to o , b u t p resen t concern i s  w ith  accounting and th e  p ra c t ic e  th e re o f .
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knowingly by management. More re c e n tly , Park and Gladson (basing  t h e i r  
work on th e  co n ten tio n  th a t  th e  main purpose of f in a n c ia l  accounting l a  
to  measure c a p i ta l  and income of th e  firm ) have concerned themselves 
w ith the d e p ic tio n  of monetary flows o f business emphasising th e  Im­
portance of d is tin g u ish in g  between
( l )  c i r c u la t in g  c a p i ta l  f o r  m eeting c u rre n t p roductive oomndtmenta 
and (2 ) "fixed" (sunk) c a p i ta l  having s t r a te g ic  s ig n if ic a n c e  to  th e  
firm . This d is t in c t io n  c a r r ie s  over to  th e  income sta tem en t where 
th e re  i s  a piecem eal re le a s in g  o f lo n g - liv e  a s s e t  se rv ic e s  in to  
the sh o rt- ru n  or c i r c u la t in g -c a p i ta l  stream . . . .  Prom a funds-  
flow s ta n d p o in t, th e re  i s  a sim ultaneous exchange in  which an o u t­
going a s s e t  is  g iven up fo r  one incoming. • • • I f  in te rv en in g  
flows were s tre s s e d  in s te a d  o f changes in  n e t a s s e ts ,  a s s e t  measure­
ment” over a se rv ice -flo w  p erio d  might be more m eaningful because 
o f th e  emphasis p laced on c u r r e n t ,  non-curren t v a lu a tio n s . ^
I t  i s  the im plied , as w e l l  as th e  e x p l i c i t ,  re fe rences to  a process 
th a t  i s  g e n e ra lly  so  continuous and coranonplace th a t  i t  can be r e ­
fe rre d  to  as being  u su a lly  an autom atic r a th e r  than  a conscious p ro ­
cess and y e t ,  on th e  o th e r hand, c a l l  f o r  such flows to  be mare c lo s e ly  
observed and s tr e s s e d  th a t  have continued to  feed  the thoughts expressed
in  t h i s  paper w ith  re fe ren ce  to  funds id e n t i f ie d  w ith  lo n g -liv ed  
12a s s e ts .
The use o f th e  term  "funds" ia  encountered f re q u e n tly  in  th e
^ C o l in  Park and John W. Glade on, Working C a p ita l (New Torki 
The Macmillan Company, 1963), p . 21.
^ P a to n ,  in  h is  i n i t i a l  rem arks concerning co s ts  and p r o f i t s ,  
observedt " .  • • i t  i s  no doubt d e s ira b le  fo r  us to  d e tach  ourselves 
o ccas io n a lly  from th e  ro u tin e  te c h n ic a l m a tte rs  w ith  which we a re  
In tim a te ly  engaged and survey the g en e ra l framework o f  problems and 
concepts w ith in  w hich, as acco u n tan ts , we move and have our b e in g , f a r  
the purpose o f t ig h te n in g  our g rasp  o f e s s e n t ia ls  and improving our 
sense o f  p e rsp e c tiv e •* P aton , o£. c i t . ,  p . 306.
acco u n tan ts ' g en e ra l te c h n ic a l  l i t e r a tu r e  o th e r th an  in  s p e c if ic  s i t u ­
a tio n s  such as governmental funds accounting and c u r re n t funds s t a t e ­
ments in v e s tig a tio n s  and e la b o ra tio n s . When encountered in  such 
l i t e r a tu r e  the term appears to  be used, re v e r te d  t o ,  to  express a 
g en era l sensing  o f  the tra n s ie n c y  of th e  f in a n c ia l  reso u rces  o f  
b u s in e ss , th e  continuous f lu x  of the  economic values o f a s s e ts .  In  
such s i tu a t io n s  th e  term i s  undefined g en e ra lly  and used more to  im part
th is  sensing  of th e  e f f e c ts  of such tra n s fe re n c e  of value ra th e r  than
being s p e c i f ic a l ly  defined  and pursued.
In  th is  paper an id e a , which has been named the "funds id e n t i ­
f ic a t io n  fo rm a t," is  in troduced  as a means o f em phasizing th e  tr a c in g  
and analyzing  the funds consaitted to  a s s e ts  o f a durable y e t  depre­
c ia b le  na tu re  in  th e  continuous investm ent, d isinvestm ent and r e in ­
vestm ent o f  the firm  through i t s  o p e ra tiv e  p rocedures. Moonitz observed 
in  h is  " d i r e c to r 's  p re face” to  Accounting Research Study Vo* 2* th a t  
"accounting has id e n t i f ie d  i t s e l f  w ith  th e  measurement o f co rp o ra te  
n e t  p r o f i t ,  to  the v i r tu a l  exc lu sion  of o ther a sp e c ts  o f  b u sin ess  
a c t i v i t y . " ^  Such an observa tion  Im plies th a t  accountan ts e i th e r  have 
n o t sought to  do o r a re  n o t doing an adequate Job in  tra c in g  and r e g is ­
te r in g  th e  flow  o f f u n d s ,^  and i t  im plies th a t  th e  most complete and
^M aurice M oonitz, "D i-rec to r's  P re fa c e ,” "Cash Flew" A nalysis 
and the Funda S tatem ent,  Accounting Research Study" Wo. 2 , by F eriy  
Mason iHew iorict American i n s t i t u t e  of C e r t i f ie d  iPublic A ccountants, 
1961), pp . x i - x i i .
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m eaningful job  In  p resen tin g  genera l accounting in fo rm ation  i s  not 
being done, th e re fo re , f o r  i t s  u se rs  ( e x te rn a l,  b u t p a r t ic u la r ly  
in te rn a l  u s e rs ,  i . e . ,  m anagers). As observed above, th e  id ea  to  be 
in v e s tig a te d  and oursued fu r th e r  in  th is  paper i s  no t involved p r i ­
m arily  w ith  techniques and procedures b u t r a th e r  i t  i s :
(1) A genera l re-exam ination  of some o f the g en era l approaches 
to  lo n g -liv e d  a s s e t  accounting , and
(2) A conscious development o f the idea th a t  when involved 
w ith  such accounting p u rsu its  th e  accountan t i s  not dealing  
so much w ith  m a te ria l th in g s but t r a n s ie n t  economic v a lu e s .
The freq u en t use o f ''funds” which has been noted when in fe ren ce  
to  t h i s  f lu x  (flow ) o f values i s  necessary  leads to  the  conclusion  th a t  
g en e ra lly  the term  "funds" im parts to  most a sensing  o f  tra n s ie n c y . I f  
th is  genera l connotation  p re se n tly  i s  employed (even though in  genera l 
u n d efin ed ), th en  an emphatic d e l ib e ra te  employment of the term  may lead  
to  an e lu c id a tio n  of th e  rep o rts  and analyses o f  f in a n c ia l  accounting 
regard ing  lo n g -liv e d  a s s e ts .  Any c o n s tru c tiv e  c l a r i f i c a t io n  of re p o r ts  
makes them more u sab le . Making accounting re p o r ts  and analyses more 
u sa b le , th e re fo re , i s  b a s ic  and very  im portan t to  the d ire c t io n  and 
co n tro l of th e  in d iv id u a l f irm , an in d iv id u a l segment o f th e  econony as 
a w h o le .^
t f c f .  W illiam  J .  V a tte r , "Another Look a t  the  1957 S ta tem en t,"  
The Accounting Review, V ol. XXXVII, No. 1* (O ctober, 1962), who, when 
d iscu ss in g  d e f in i t io n s , observes th a t  "The Issu es  of d e f in i t io n  ought 
r e a l ly  to  be based upon ano ther co n s id e ra tio n  -  whether or not th e  term  
is  used in  i t s  o rd in ary  or a sp e c ia lis e d  meaning. Thus when . . .  used
9
This study  uses the term  "funds” in  se v e ra l d i f f e r e n t  manners 
and th e se  s e v e ra l ways are  c l a s s i f ie d  e i th e r  as to  so u rce , na tu re  or 
flow) in  these  se v e ra l ways, i t  i s  to be borne in  mind the underly ing  
emphasis is  on th e  t  ransiency  of th e  economic values being tra c e d  and 
analyzed . The c la s s i f ic a t io n s  by n a tu re  and by flaw are th e  most em­
phasized and used in  th i s  paper. The c l a s s i f ic a t io n  by n a tu re  follow s
from one o f the now accepted  d e f in i t io n s  of funds -  th a t  funds are  a l l
16
f in a n c ia l  re so u rce s . The funds, bjr n a tu re , th a t  are th e  o b je c t of
study a re  th o se  which have been id e n t i f ie d  by commitment w ith  long-
17liv e d  a s s e ts ;  in  o th e r words, one stra tu m  of a s s e ts .  Because o f th e  
f lu x  of a s s e t  v a lu es , however, th e se  s p e c if ic  a s se ts  cannot be I so la te d  
fo r  co n s id e ra tio n  from a l l  s t r a t a  o f a s s e ts  o f th e  firm  and a flow
in  accounting (o r anywhere e ls e )  i t  should c a rry  only th e  meaning 
a ttach ed  to  i t  In  o rd in ary  language; when we use . . .  a word in  a 
r e s t r i c t e d  o r te c h n ic a l sen se , q u a l i f ic a t io n  and d e f in i t io n  a re  r e ­
q u ired , n p . 662, and th ese  observa tions a re  annotated  w ith , "Ho 
p re se n ta tio n  should co n ta in  more than  a minimum of te c h n ic a l d e f in i­
t io n s .  The n ea re r we can come to  saying what we mean in  sim ple and 
d ir e c t  language, th e  b e t t e r .  Not only w i l l  t h i s  produce a c le a re r  
understanding among those who p repare  f in a n c ia l  r e p o r ts ;  th e  u se rs  o f 
th e  re p o r ts  may be enabled to  understand  a l i t t l e  more o f  what we are 
try in g  to  p re se n tI"  fo o tn o te  9,  p . 662.
^ C f . Accounting P r in c ip le s  Board, "The Statem ent of Source and 
A pp lica tion  of Fhnds," Opinion No. 3 (New Yorki American I n s t i tu t e  o f 
C e r t i f ie d  Public A ccountants, O ctober, 1963), p a r t ic u la r ly  in  the in t r o ­
d u ctio n ; Homer A. B lack , John E. Champion and R. Gene Brown, Accounting 
in  Business D ecisions, Theory, Method, and Use, second e d itio n  (Englewoock 
d i r t ' s ,  N. J . :  P re n tic e -H a li , I n c . ,  19677, p . 137} Charles T. Horngren,
Accounting fo r  Management C ontrol i An In tro d u c tio n  (Englew ood-C liffs, 
to. J . :  P re n tIc e -R a il ,  I n c . , ) ,  p .  and most p a r t ic u la r ly ,
R ichard L. Sm ith, Management through Accounting (Englewood C l i f f s ,  N .J .t  
P re n tio e -H a ll , I n c . ,  I " b 2 ) , pp. ib ? r r .
^ S e e  th e  above d e f in i t io n  o f " c a p i ta l ,"  pp. 2-U.
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c la s s i f i c a t io n  i s  employed in  d e fin in g  and d e sc rib in g  the a c t iv i ty
18c h a ra c te r i s t ic s  o f funds by n a tu re . I n  tra c in g  and id e n tify in g  the  
spans o f flows of th ese  committed funds toward l iq u id i ty ,  two ex p res­
sions are emoloyed to  id e n t i fy  the two b as ic  nhases beyond i n i t i a l  com­
mitment; the term "funds" i s  in co rp o ra ted  as a p a r t  o f th e se  expressions 
fo r  the purpose o f emphasizing th a t  th e  fo c a l p o in t i s  th e  tran s ien cy  
o f  economic v a lu e s . Long-lived a s se ts  funds i s  used to  define th e  time 
phase during which funds a re  evidenced by p h y sica l agents of fu tu re  
se rv ic e s  (commonly re fe r re d  to  as an embodiment concept both  in  economic 
and accounting l i t e r a t u r e ) ;  d ep rec ia tio n  funds i s  used to  id e n tify  
th e  a c t iv i ty  phase o f th ese  funds. U nqualified , "d eo rec ia tio n  funds" 
in  th is  paper Im plies th e  adherance to  th e  matching concept, th a t  these  
funds are being accounted fo r  as re le a se d  in to  the stream  of funds ou t­
flows ( c o s ts ) ;  q u a lif ie d  as "recouped d ep rec ia tio n  funds'1̂  the term  Is
18Cf. "From the stan d p o in t of a s s e t  funds . . • the  e f f e c t  of 
th e  ac c ru a l p o licy  (where revenues are sufficT en’t  to  cover a l l  charges) 
i s  to  acknowledge th e  s h i f t  of fund-= from f ix e d  a s se ts  to  c u rre n t 
a s se ts  . . . "  A ccountants1 Handbook, op. c i t . ,  p . 7U*; and "The flow 
of funds re f e r s  to  ilie  t r a n s f e r  of economic values from one a s s e t  to  
a n o th e r ," Richard L, Sm ith, o£. c i t , ,  p . 169.
19Cf. continued use of th i s  ex p ressio n , "d e p re c ia tio n  funds,"  by 
Edgar 0 . Edwards, e . g . ,  "D epreciation  Policy  under Changing P rice  
L ev e ls ,"  The Accounting Review, V ol. XXIX, No. 2 (A p ril, 195U), pp. 267 
280; "The feffects of D eprec ia tion  on th e  O u tpu t-C ap ita l C o e ff ic ie n t of 
a Firm ," The Economic Jo u rn a l, Vol. LJCV, No. 260 (December, 1955), pp. 
65U-666; '"Chapter 2 , D eprec ia tion  and Maintenance o f Real C a p ita l,"  
D eprecia tion  and Heplacernent P o lic y , e d ite d  by J .  L. Melj (Chicago! 
Quadrangle Books, 1961), pp. 1*6-136; and Edgar 0 . Edwards and P h ilip  
W. B e ll, The Theory and Msasurement of Business Income (Berkeley and 
Los A ngeles, ’in iv a r s i ty  of C a lifo rn ia - P re ss , 1961 J, e . g . , p . 193.
20Cf. to  th e  use of th e  exp ression  "recovered  p lan t funds" in  
the  A ccountants1 Handbook, on, c i t . ,  p . 71*8.
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used to  observe th e se  funds in  funds inflow s ( r e v e n u e s ) .^
W ithout d ep artin g  from genera l accounting procedures and p rac­
t i c e s ,  the "fUnds id e n t i f ic a t io n  format" in  rep o rtin g  i s  in troduced  to 
emphasize the time dimension of th e  lo n g -liv ed  a s s e ts  funds i n  th e  
sta tem ent of p o s itio n  and the a c t iv i ty  dimension of these  d ep rec ia tio n  
funds in  the income sta tem en t as w ell as c o r re la tin g  th e  two in  th e  
funds sta tem en t. For management i t  i s  hoped th a t  t h i s  format mays
(1) Birohasize th a t  "management must d e a l  w ith  a s s e t s , not w ith  
n e t income, an a b s tra c t io n . Net income r e f l e c t s  increm ents
J O
in  n e t a s s e t s ."  Revenues have re fe ren ce  to  the  inflow  o f 
a s s e t  v a lu e s , funds, and th e s e , g ro ss , are  th e  o b jec ts  of 
m anagem ents d ir e c t io n  and c o n tro l,
(2 ) Emphasize th a t  commitments of funds to  th e  id e n t i ty  of 
various a s s e ts  of s p e c if ic  n a tu re s , th e  concern of th is  
paper being lo n g -liv e d  a s s e ts ,  i s  done in  the  l i g h t  of 
ex p ec ta tio n s regard ing  th e  f u tu r e ,  th a t  th e  p re se n t i s  a 
f r u i t io n  (o r  a la ck  o f r e a l i s a t io n  o f ex p e c ta tio n s)  o f  p as t 
co n n itaen ts  and t h i s ,  con tinuously  in  i t s  tu r n ,  w arran ts 
management's ev a lu a tio n  and continuous re -ex an d n a tlo n  of 
th e  q u es tio n s , "what can we do w ith  what we have?" and 
"where do we go from here?"
‘‘X f .  " ,  .  • expenses r e f l e c t  outflow s o f c a p i ta l  f o r  which an
eq u iv a len t amount o f  revenue a u s t  be considered  a re tu rn  of c a p i ta l ; "  
Trumbull, og« c i t . ,  p .  27.
^H o rag ren , ££ . c i t . ,  p . 120, emphasis added.
t
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(3) Emphasise th a t  no t only does management c o n s ta n tly  w re s tle  
w ith new coim itm ents a n t ic ip a tin g  the fu tu re  b u t th a t  i t  i s  
liv in g  a lso  w ith  p a s t commitments, the  outcome of which i s  
y e t  to  be determ ined. F a r th e r , th is  determ ination  in  the 
fu tu re  may or may not be s u b je c t  to  m o d ifica tio n  depending 
on whether or n o t the p a s t commitments are  o f an adap tive  
n a tu re  in  th e  p re se n t in  the l ig h t  of th e  fu tu re*  Account­
ing no t only seeks to  aid  management, through such te ch ­
niques as c a p i ta l  budgeting , in  a r r iv in g  a t  a d ec is io n  r e ­
garding new commitments, b u t a lso  provides management w ith 
a s ta tem en t of th e  p re se n t "ndx" which is  a blend o f p as t 
commitments**^ In ary "mix1* th e re  a re  c e r ta in  b a s ic  in ­
g red ien ts  th a t  must be p resen t and m aintained i f  s p e c if ic  
outcomes are  the in te n t*
W ithin the framework of th e  income s ta tem en t, the  form at i s  
in tended to  s h i f t  emphasis from th e  "net" to  th e  gross inflow s and th e  
c o s t f a c to rs  expended to  procure such revenues. Emphasis on th e  value 
o f th e  a s se ts^ *  as a commitment o f  purchasing power rese rv ed  to  fu tu re
23Cf. C arl T, Devine, "Section  I I I ,  Chapter 7, "A sset Cost and 
ExpirationT* Modern Accounting Theory, op* c i t . ,  pp. 11*0-11*9,
Paton on th e  understatem ent o f  a s se ts  in  "Accounting and 
U t i l i s a t io n  o f R esources," T aggart, op. c i t . ,  pp. 662-663; and to  
Raymond J .  Chambers' s ta n d  ag a in s t tKe ”3enL gratian tt of t h e  balance s h e e t, 
e . g . ,  in  "Some O bservations on 'S tru c tu re  o f Accounting T h e o r y ' Tim 
Accounting Review, V ol. XXXI, No. 1* (O ctober, 1956 ),"Measurements in  
A ccounting," Jo u rn a l o f  Accounting R esearch, S p rin g , 1965, and Accounting. 
E valua tion  anj^toonomlc B ehavior (Englewood C l i f f s ,  N. J , t P re n tic e -  
H a il, I n c . ,
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uses In  procuring  revenues and a more complete sta tem ent o f th e  owners1 
eq u ity  in  such a s s e t  values i s  th e  in tended aim o f the form at in  the 
sta tem ent o f p o s it io n . Zn th e  sta tem ent o f funds and in  c a p i ta l  budget­
in g , r a th e r  than  p a ss iv e ly  g rcn t replacem ent o f  lo n g -liv ed  a s s e ts  as a 
continuous and commonplace p ro cess , to  emohasize th a t  th e  Impact of 
d e p re c ia tio n  charges on th e  c u rre n t monetary a c c o u n ts ^  (which may be 
p o s it iv e  o r n eg a tiv e ) Is  th e  o b je c t o f the use of th e  form at. This 
rep ea ted  emphasis in  these  major accounting re p o r ts  should r a is e  
rep ea ted ly  th e  q u es tio n  of the u t i l i z a t i o n  o f such recouped d ep rec ia tio n  
funds through d e l ib e ra te  and s p e c ia l  p o l ic ie s .  The l a t t e r  i s  a q uestion  
o f  such im portance th a t  i t  should n o t be reso lv ed  w ithou t management 
being com pletely cognizant of i t  and proceeding in  a s p e c ia l  and d e l ib ­
e ra te  manner.
I n i t i a l l y  an exam ination i s  made o f the concepts o f lo n g -liv ed  
a s s e ts  and t h e i r  ex is ten c e  as repo rted  through accounting  expressions 
of t h e i r  v a lu e . Such exam ination i s  expanded to  inc lude  concepts o f 
d e p re c ia tio n  of th e se  durable goods, and th e  ap p lic a tio n s  of th e se  
concepts through d e p re c ia tio n  accounting . D eprecia tion  (find th e  
accounting th e re fo r )  i s  t r e a te d  as a  co n s id e ra tio n  o f prime im portance 
in  m ain ta in ing  the  r e a l  value o f c a o i t a l ,  i . e . ,  th e  power to  conaand.
R etained ea rn in g s , funds Inflow s and d ep re c ia tio n  funds a re  
s c ru tin iz e d , p r im a r ily , from accounting  and le g a l  p o in ts  o f view. In
« C f .  (v ide foo tno te  18 above), Accountants* Handbook, op. c i t . , 
p . 7U*. ““     L -----
26Cf. (v ide p . li above), i b id . ,  pp. 7U8-7h9.
l i g h t  of the l a t t e r  p o in ts  o f view, a s id e  question  i s  r a is e d , a re  th e re  
p ressu res  (o r p o te n tia l  le g a l  p re ssu re s )  toward in v e s tin g  in  lo n g -liv ed  
a s se ts ?  Very b r ie f ly  Keynes' genera l theo ry  is  reviewed w ith  re sp e c t 
to  h is  p a r t ic u la r  emphasis on f i s c a l  p o lic y  and government spending 
f i l l i n g  th e  gap l e f t  vacant by in s u f f ic ie n t  p r iv a te  investm ent in  cap i­
t a l  goods. That Keynes considered  f i s c a l  p o licy  as th e  most im portant 
weapon a g a in s t  unemployment can be deduced and th a t  such th e o riz in g  has 
had f a r  reach ing  e f f e c ts  on our econory and, th e re fo re , on th e  in d i­
v id u a l f irm . There is  a f l e x i b i l i t y  in  Keynes' theory  th a t  is  now being 
u t i l i z e d .  Whereas he p rim arily  d ire c te d  th e  a p p lic a tio n  o f h is  th eo ry  
toward government spending in  tak ing  up the s la c k  v o lu n ta ry  p r iv a te  
investm ent in  c a p i ta l  goods d id  n o t f i l l  In  pushing toward a le v e l  of 
f u l l  employment th e re  i s  now a design to  be in v e s tig a te d  which, con­
sc io u s ly  o r  unconsciously , i s  to  s tim u la te  to  a g re a te r  degree more 
p r iv a te  investm ent.
Tax Im p lic a tio n s , in  g en e ra l, a re  approached to  a s c e r ta in  whether 
th e re  i s  evidence o f po litico -econom ic  in te n t to  s h i f t  the  a rea  o f 
spending in  an in v e s tin g  (spending) economy from f i s c a l  p o lic y  and 
governmental spending to  more s u f f i c ie n t  p r iv a te  investm ent. Government 
i s  no longer ju s t  the  framework expressing  th e  ex is ten ce  of th e  bo<fcr 
p o l i t i c )  i t  is  an a c tiv e  e n t i ty  o p era tiv e  a t  a l l  le v e ls  and in  a l l  
phases o f economic a c t iv i ty ,
• . « government has assumed fa r-re a c h in g  economic r e s p o n s ib i l i ty .
Taxes a re  used  to  accom plish , • , o v e rt o r c o v e rt s o c ia l  ends. 
Taxation i s  used to  accom plish ■brim ful" employment. , . ,  to  promote 
o r d iscourage c e r ta in  types o f economic a c t iv i ty  . . .  to  promote the
1$
investm ent of r is k  c a p i t a l  (v ia  th e  c a p i ta l  g a in s  p ro v is io n ) ,
• . • to  encourage a le v e ll in g  o f incomes v ia  su p e r-p ro g ress iv e  
r a te s  and th e  abandonment of quid pro  quo. The immense power of 
ta x a tio n  g ives a id  to  some and d iscou rages o th e rs ;  i t  rewards the 
p o l i t i c a l ly  powerful a t  the expense of th e  p o l i t i c a l l y  weak. . • . 
ta x a tio n  i s  • .  » a weapon, and a pow erful one, in  the a r s e n a l of 
government b /  which p o l i t i c a l  means a re  used to  accomplish economic 
ends. These a re  the asp ec ts  of ta x a tio n  th a t  a re  in c re a s in g ly  
im p o rtan t. 2?
In the maintenance of c a p i t a l ,  taxes have assumed a primary im portance 
and t h e i r  e f f e c t s ,  im plied  and r e a l ,  m erit se rio u s  c o n s id e ra tio n . Com­
mencing w ith  an in cen tiv e  to  in v e s t overtone , to  tax in g  th e  p roduct of 
such investm en t, the  co n s id e ra tio n  of tax es  in flu en ces  the whole o f 
c a p i t a l ,  from i t s  form ation  and accum ulation , to  i t s  u t i l i z a t i o n ,  to  
i t s  d isp o sa l and replacem ent.
The investm ent c r e d i t ,  a c c e le ra te d  d e p re c ia tio n  allow ances and 
th e  re se rv e  r a t i o  t e s t  o f the  tax  code a re  examined fo r  th e i r  im port 
in  s h i f t in g  some of the  burden o f investm ent from governmental to  
p r iv a te  shou lders given th e  premise th a t  th e re  i s  a c o r re la t io n  between 
investm ent in  c a p i ta l  goods and employment. E ffe c ts  o f a c c e le ra te d  
d e p re c ia tio n  and the investm ent c r e d i t  a re  s c ru tin iz e d  as to  tim ing 
and fo r  advantages, i f  any, in  c o n trib u tin g  to  the recouping o f depre­
c ia t io n  funds. The use o f the new g u id e lin e s  and th e  a p p lic a tio n  o f 
th e  re se rv e  r a t io  t e s t  re ce iv e  s p e c if ic  a t te n t io n  w ith th e  thought 
beforehand th a t  th e re  a re  im plied p ressu res  which could  be exerted  to  
induce investm ent in  c a p i ta l  goods.
In  phase tw o, c a p i ta l  budgeting fo r  replacem ent (re investm en t)
27Cannon, lo c . c i t .
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and expansion o f c a p i ta l  floods is  in v e s tig a te d . I t  is  emphasized th a t  
th e  more common techniques of c a p i ta l  budgeting In h e re n tly  co n sid er the 
recouping o f th e  p r in c ip a l  of the  lo n g -liv ed  a s s e ts  funds so corairitted* 
The ta x  in flu en ce  in v e s tig a te d  in  phase one i s  s t i l l  of im port in  such 
p rocedures. From c a p i ta l  budgeting and the r e s u l ta n t  d ec is io n s  per­
ta in in g  to  c a p i ta l  expenditu res to  th e  source of fbnds fo r  such in v e s t­
ment is  th e  lo g ic a l  d ir e c t io n  o f in v e s tig a tio n . Since the paper s e ts  
out p rim arily  to  d ea l w ith  lo n g -liv ed  a s s e ts  funds derived  from owners 
and from in te r n a l ly  genera ted  sources of funds, th e  in v e s tig a tio n  i s  
led  back to  th e  o r ig in a l  question  expressed  above -  i f  th e  c a p i ta l  funds 
consumed have been reco v ered , what a re  th e  co n d itio n s  th a t  co n trib u te  
to  th e  s i tu a t io n  w herein th ese  funds "may b e11 av a ila b le  r a th e r  than 
"are" a v a ila b le  fo r  reinvestm ent in  d ep rec iab le  a s se ts?
A problem, revo lv ing  around "The F irm ," i s  s e t  fo r th  and analyzed 
in  an ex tension  o f preceding d isc u ss io n . The problem is  evolved under 
vary ing  co n d itio n s  p e r ta in in g  to  th e  accoun ting  fo r  and th e  m anagerial 
d ir e c t in g  o f  recouped d ep rec ia tio n  funds in  the l ig h t  of accounting 
re p o r ts  and an a ly ses . The q u estio n : "should o p e ra tio n a l budgeting pro­
v ide th e  sought f o r  funds, r e la t iv e ly  speak ing , fu l ly  provide the  source 
i f  the c a p i ta l  budgeting d ec is io n  i s  re investm ent o r maintenance c f  
p re se n t p ro d u c tiv ity  (which may be a p a r t  of expansion d ec is io n s )? "
This paper i s  lim ite d  to  co n sid erin g  owner investm ent and in te r n ­
a l ly  genera ted  funds fo r  use In  th e  a c q u is it io n  of lo n g -liv e d  a s s e ts ;  
i t  i s  n o t extended to  th e  c o n s id e ra tio n  of a l te rn a t iv e s  b u t r a th e r  th e  
co n s id e ra tio n s  con ta ined  h ere in  may be construed  as an exam ination o f
one a l te rn a t iv e  to  th e  question  o f acq u irin g  lo n g -liv e d  a s s e ts .
Much has been w r i t te n  and debated  about th e  areas in d ic a te d ; 
much co n tro v ersy  i s  e v id e n t. The in te n t  o f th is  in v e s tig a tio n  i s  to  
re co n c ile  some of th e  r e le v a n t  p o in ts  contained  in  these  w ritin g s  and 
debates w ith in  the framework o f an ordered tv p o th e s is  funds. I t  
i s  f e l t  from such endeavor a reasonable answer can be obtained as to  
whether or n o t more o r le s s  emphasis on d e p re c ia tio n  needs to  be con­
tin u ed  as a p o ss ib le  b ridge  between the  d ep rec ia tio n  of lo n g -liv e d  
a s s e ts  and th e  a v a i la b i l i ty  of funds fo r  th e  maintenance o f c a p i t a l .
CHAPTER I I
VALUES ASSIGNED BY ACCOUNTING DEFINE 
COMMITMENT OF FUNDS TO LONG-LIVED ASSETS IDENTITY
I f  funds can be defined  as a l l  f in a n c ia l  re so u rc e s , i t  follow s 
th a t  w ith in  th e  com position o f such an a l l  in c lu s iv e  pool th e re  a re  
various reso u rces  o r  s t r a t a  o f re so u rce s . This paper, as already  in d i­
c a te d , proposes to  t r a c e  and id e n t i fy  th e  soans of flow of funds com­
m itted  to  an id e n t i ty  by n a tu re  of lo n g -liv ed  a s s e ts .  F igure 1 below 
is  a schem atic diagram emphasizing th e  p a r t ic u la r  flow which i t  i s  
proposed w i l l  be tra c e d  and analyzed ; th e  p re se n t ch ap te r i s  concerned 
w ith the  scan of funds flow id e n t i f ie d  as "A** in  the F ig u re . The 
problem of accounting fo r  th e se  p a r t ic u la r  funds encompasses two 
dim ensions, th e  dimension of time and the dimension o f  a c t i v i t y .  During 
the f i r s t  phase the funds a re  p h y s ica lly  evidenced by lo n g -liv e d  a s s e ts ;  
the se rv ic e  b e n e f i ts  of th e  funds a re  p a s s iv e ly  embodied in  these  p h y si­
c a l  agents and the tim e dimension of the problem i s  of prim ary im port.
In  tra c in g  the cyc le  o r flow o f funds Id e n t i f ie d  w ith  long- 
liv e d  a s s e ts ,  th e  f i r s t  f a c e t  o f  th e  problem encountered i s  th e  neces­
s i t y  of g iv ing  sta tem en t to  the  funds thus cossnitted to  such id e n t i ty  
through th e  a c t  of a c q u is i t io n .^  These fu n d s, because of commitment
^A cquisition  by purchase i s  th e  only form of th e  a c t  o f acqu i­
s i t io n  which i s  considered  in  th i s  paper s in ce  an accounting sta tem en t 
o f lo n g -liv e d  a s s e ts  acqu ired  by o th e r  means ( e .g . ,  g i f t  o r donation , 
ex e rc ise  o f  c r e d i t ,  e t c . )  i s  not d i r e c t ly  a m a tte r  needing in v e s t ig a t io n  
fo r  p re se n t purposes. A sta tem ent of value  subsequent to  a c q u is it io n  ty  
such sundry o th e r  means would e a s i ly  lend  i t s e l f  to  ad ap ta tio n  o f th e  






to  agents capable of ren d erin g  fu tu re  se rv ic e  b e n e f i ts ,  are  committed 
to  varying degrees o f passiveness w ith in  th e  time dimension of th e i r  
u t i l i t y  l iv e s  ( i . e . ,  u t i l i t y  to  th e  f irm ). W ithin the a c t iv i ty  dimen­
sion  u t i l l z at io n  of th e se  se rv ice  b e n e f its  g rad u a lly  re le a se  these funds 
in to  the stream  of funds outflow s (c o s ts )  expended to  procure funds in ­
flows (rev en u es). A sta tem ent of th e  value o f th ese  funds through the 
d if fe re n t  spans of th e i r  flow w ith in  the dim ensions of tim e and a c t iv i ty  
i s  expressed by th e  accountan t p rim a rily  in  monetary te rm s.^  A s t a t e ­
ment of c o s t seems to  be the most u n iv e rsa l f i r s t  approach to  the value 
of th ese  funds. Paton equates c o s t and value when he sa y s ,
Cost i s  not a mere f ig u re .  I t  i s  an economic measure, a value.
Cost i s  an amount of economic s a c r i f ic e  in cu rred  or economic force 
expended or com m itted,3
^This expression  of v a lu e  in  monetary term s i s  n o t confined to  
the domain o f th e  acco u n tan t; managers, econom ists, investm ent agents 
and in v e s to rs , f in a n c ia l  a n a ly s ts ,  government through le g i s l a to r s ,  p o l i ­
t i c ia n s ,  ta x  a sse sso rs  and c o l le c to rs  -  alm ost a iy  p arty  seeking a s t a t e ­
ment of value does so through th e  medium o f the monetary u n i t .  As Edgar
0. Edwards observed, nthe  book v a lu e  f ig u re s  • . • are  . • • b a s ic  d a ta  
fo r  many bu sin ess  d ec is io n s and much economic a n a ly s is ,"  in  "The E ffe c t  
of D eprecia tion  on th e  O u tpu t-C ap ita l C o e ff ic ien t of a F irm ," The Eco­
nomic Jo u rn a l, Vol. 1X7,  No. 260 (December, 1955), p . 66$, C f . , Ameri- 
can Accounting A sso c ia tio n , "Money Measurement," in  th e  195?~Ttevision§ 
Accounting and R eporting S tandards fo r  Corporate F in an c ia l Statem ents 
and Preceding Statem ents and Supplements \fcolumbus, Ohio: American
Accounting A sso c ia tio n , College of Coimerce and A dm in istra tion , The Ohio 
S ta te  U n iv e rs ity ) , pp . 2 -3 , and "P rice  Level Changes and F in a n c ia l S ta te ­
m ents, Supplementary S tatem ent No, 2" (supplem entary to  19U8 R ev is io n ), 
i b i d . ,  pp. 23-29; and W illiam A. Paton, "Measuring 'Dr o f i t s  under I n f la ­
t io n  C onditions: A Serious Problem fo r A ccountants," ( th e r e in ,  "D ollars
and d o l l a r s '" ) ,  The Jou rnal o f  Accountancy, Vol. LEDdX, No. 1 (January , 
1950), p . 20 .
JPaton, ib id . In  subsequent d iscu ss io n s  in  th i s  paper th e  in ­
fluence o f h is fu r th e r  q u a l i f ic a t io n  of th e  above quote w i l l  be ob­
se rv ed , and th a t  i s :  "At th e  tim e th e  co s t i s  Incurred  th e  f ig u re
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Even though th is  is  an approach to  th e  f i r s t  snan of flow , oassive as 
i t  may be, o f these funds to  be tr a c e d , th e  need fo r  ex p ressio n  of 
value o f th e  funds thus conm itted pervades a l l  subsequent a s s e t  account­
in g . In subsequent se c tio n s  wherein th e  a c t iv i ty  dimension of th ese  
funds w il l  be dominant ( i . e . ,  d e o rec ia tio n  funds w ith in  costs  outflows 
and recouped d e p re c ia tio n  funds w ith in  funds inflow s o r revenues), 
co n s id e ra tio n s  of d e p re c ia tio n , Drimarily f in d in g  exp ression  through 
d ep rec ia tio n  accoun ting , w i l l  be a necessary  o b je c t o f in v e s t ig a t io n .
In  a l l  co n s id e ra tio n s  of d e p re c ia t io n , value i s  in e x tr ic a b ly  a major 
p a r t  o f th a t  to  which such co n s id e ra tio n s  a re  based. ,fThe v a lu a tio n  
of a deo rec iab le  agen t i s  ano ther a sp ec t o f th e  measurement of depre­
c ia t io n  e x p e n s e . * ^  For th e  purposes o f t h i s  paoer, th e re fo re , the 
s ta r t in g  p o in t i s  an exam ination of the  con cep t(s) of v a lu e .
Scm general oonoepta of valne. Two th in g s  should u n d e r lie  the p u rs u it  
o f th e  d e f in i t io n  of v a lu e , i t s  o r ig in  and i t s  co n tin u a tio n  (whether 
m ain tained , ap p rec ia tin g  or d e p re c ia tin g ) . The f i r s t  accounting  d e f i ­
n it io n s  o f v a l”e have th e i r  o r ig in  in  th e  p a s t ,  expressed  in  terras of 
h i s to r ic  c o s t .  Expanding and s h if t in g  o f emphasis from th e  p a s t to  th e  
p re s e n t, as th e  tim e o r ig in  o f  values of lo n g -liv ed  a s s e ts ,  has given
recorded in  th e  accounts i s  v a l id ;  w ith  th e  change in  th e  value o f 
money i t  becomes in v a l id ,  as an expression  of economic fo rc e , assuming 
th a t  th e  read e r i s  th in k in g  in  terms of c u r re n t p r ic e s  and measuring 
u n its  Ib id .
^Edward 0 . Nelson, "The R e la tio n  between th e  Balance Sheet and 
th e  P ro fit-and-L osa  S ta tem en t,"  The Accounting Review, Vol. XVII,
No. 2 (A p r il ,  19U2), p . 139.
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c
expression  to  accounting v a lu es  in  terms o f  c u rre n t c o s ts .  F in a lly , 
w ith  th e  s h if t in g  of emphasis to  th e  f u tu re ,  value has become an 
expression  o f e x p e c ta tio n s .^  Accountants have come to  grapple w ith  
th e  p resen t and become more keenly aware of th e  fu tu re .  With re fe ren ce  
to  th e  fu tu re ,  however, such conventions a s  v e r i f i a b i l i t y ,  th e  o f t -  
narrow ly in te rp re te d  and ap p lied  conventions of o b jec tiv en ess  and a 
s ta b le  monetary u n i t ,  and because o f occupation (sometimes preoccu­
p a tio n )  w ith  q u an tify in g , th e  concept of the fu tu re  as a conscious 
measure o f value a t  the p re se n t tim e seems to  f in d  most favor in  theory . 
I t  can be no ted , however, th a t  most who promulgate a s ta tem en t of 
p re se n t or c u rre n t valu ing  have com enced id e a lly  w ith  re fe re n ce s  to
•7
the  fu tu re*  Paton , w ith  re fe ren ce  to  replacem ent c o a ts  (used as 
p re se n t or c u rre n t c o s ts )  versus h is to r ic  c o s t ,  observed th a t  th e re  i s  
more than a modicum o f  t r u th  in  th e  argument th a t  th o se  em phasising
^Expressions o f c u rren t c o s ts  as values have been sought v a r i ­
ously  through adjustm ents of h i s to r ic  co s t through th e  use o f  index 
numbers, through c u r re n t market p r ic e s  (approached e i th e r  as in p u t o r 
as e x i t  c o a ts ) ,  and through replacem ent c o s ts  (d efin ed  in  sundry w ays).
^Thls concept o f value is  f re q u e n tly  approached, most p a r t ic u ­
l a r l y  in  th e o ry , by d iscoun ting  to  the  p re se n t e s tim a ted  fu tu re  ca sh  
flow s.
^For examples, th e  Accounting Research Study No. j} o f th e  
A .I.C .F .A ., commences w ith  th e  ex p ec ta tio n s  concep t: . .  the
problem o f  measuring (p r ic in g , v a lu in g )  an a s s e t  I s  th e  problem of 
m easuring th e  fu tu re  se rv ic e s  • • (p . 23). The need to  q u a n tify ,
however, must f in d  exp ression  in  t e n s  o f money and suggestions as to  
so lv ing  t h i s  problem a re  advanced, such as th e  use o f m arket p r ic e s ,  
th e  use of index numbers o r a p p ra is a ls .  Robert T. Sprouse and Maurice 
Moonita, a  T en ta tiv e  S e t o f  Broad Accounting P r in c ip le s  fo r  Business 
E n te rp r is e s ,  Accounting Research Study No. 3 (Hew Yorlci X asrican  I n s t i ­
tu te  o f  C e r t i f ie d  pub lic  A ccountants, 1?5?)7 “C hapter 2 , Measurement of 
A sse ts ,"  pp. 23-36.
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replacem ent c o s t  over h i s to r ic  co s t r e a l ly  a re  more s tro n g ly  advancing 
th e  argument fo r  adherence to  c o s t  "since  replacem ent c o s t  I s  o f course 
l ik e ly  to  express a c tu a l economic commitment o r s a c r i f i c e  in  terms o f
D
c u rre n t d o lla rs  more c lo se ly  than  does o r ig in a l  recorded  c o s t ."  I t
i s  suggested th a t  c o s t i s  an ev a lu a tio n  of fu tu re  b e n e f its  d iscounted
to  d a te  o f a c q u i t ! t io n  (consc iously  or unconsciously ) and equated to
a c q u is it io n  c o s t ,  o therw ise i t  would n o t be worthwhile (p ro f i ta b le )  to
0
make th e  a c q u is it io n  commitment.'
Some concepts of accounting value are summarized in  F igure  2 
fo llow ing . This F igure i s  in  no way a l l  in c lu s iv e ,  t h i s  lack  seeming 
to  r e s u l t  p r im a rily  from no genera l th e o r ie s  o f v a lu e  in  accounting 
which a re  e i th e r  in d iv id u a lly  ex c lu s iv e  or are  th e  n a tu ra l r e s u l t s  of 
a tra c e a b le  d i r e c t  e v o lu tio n . The c o n f l ic ts  which seem to  m an ifest 
them selves in  accounting endeavors to  d efin e  value a re i c o s t versus 
v a lu e , p r a c t ic a l  versus th e o r e t ic a l ,  su b je c tiv e  versus o b je c tiv e ly  
v e r i f i a b le ,  imputed versus d iscovered , g en e ra lized  versus q u a n tif ie d . 
There i s  no tongue-in -cheek  when under the second, th ird  and fo u rth
^W illiam A. P aton , "V aluation  of the  Business E n te rp r is e ,"  The 
Accounting Review, Vol. I I ,  Mo, 1 (March, 1936), p . 27. Cf. a n te , 
pp. 2 0 - i i  and fo o tn o te  3 , pp. 20-21.
^For example, o f .  th e  f re q u e n tly  quoted s ta tem en t o f Isaa c  N. 
Reynolds, "E ntrepreneurs do n o t . . • buy fu tu re  n e t se rv ic e s  a t  'face*  
o r V *?' * they  buy th e  a s se t to  make a p ro f i t}  hence, co n cep tu a lly , 
they  d isco u n t th e  bundles o f fu tu re  n e t  s e rv ic e s  which they p u rchase ,"  
in  "S e lec tin g  th e  Proper D eprec ia tion  Method," The Accounting Review,  
V ol. XXVI, Mo. 2 (A p r il, 1961), p . 22*3} and more r e c e n t ly ,  " a s s e ts  as 
fu tu re  revenue b e n e f i t s ,"  as d iscu ssed  by Wendell P . Trumbull, "D iffe r­
ences between F inm ic ia l and Tax D e p re d a tio n ,"  The Accounting Review, 
V ol. r a i l ,  Mo. 3 ( J u ly , 1968), pp. 2*61-1*62.
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Figure 2
SOME CONCEPTS OF AC CO'IN TI M3 VALUE
Name Source Time Approach
HISTORIC Cash o r claim s to  cash Economic s a c r i ­
COST surrendered  a t  tim e P ast f ic e  (value i s
O bjective of a c q u is it io n a fu n c tio n  of
c o s t)
CURRENT MARKET P re sen t Exhange value
COST C urren t m arket economic as determ ined in
S u b je c tiv e ly - (value in  exchange) s i g n i f i ­ market8 (v a lu e
o b ja c tiv e cance i s  a fu n c tio n  o f 
c o s t)
REPTACEMENT C urren t m arket of P resen t M arket, which i s
COST " lik e "  a s s e t economic a sy n th e s is  o f
S ubJactive ly - devalued to  p re se n t s i g n i f i ­ many fa c to rs
o b je c tiv e co n d itio n cance such as te c h n o l­
ogy, expectations., 
im perfec tions o f 
m arket, tim ing 
o f d e c is io n s , 
supply o f money, 
e t c .  (value i s  





Economic power as P resen t eva lua ted  by th e
S u b je c tiv e ly - app ra ised  by th e m arket (va lue  i s
o b ja c tiv e m arket a fu n c tio n  o f 
m arket)
PRESENT VALUE OF Service p o te n t ia l Future exchange
FUTURE SERVICES F uture b e n e f i ts Future values -  i f  in
S u b jec tiv e E xpectations term s of fu tu re  
incomes, then 
d iscounted  to  
p re se n t (c o s t  i s  
a fu n c tio n  o f 
v a lu e )
*Edwards and B e ll recogn ise  e ig h teen  d i f f e r e n t  concepts o f 
n a rk » t v a lu e .
VAs defined  by G. Edvard P h i l ip s , "The A ccretion  Concept o f 
Income," The Accounting Review. V ol. 1U V 1U . No. 1 (Jan u ary . 1963).
pp.
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approaches, in  F igure 2 , th ese  a re  named as b e in g  " su b je c tiv e ly -o b je c t­
iv e . 11 Market i s  in d ic a te d  in  a l l  th re e  cases as being th e  source of 
v a lu a tio n ; s in ce  p e r fe c t  markets do not e x i s t  and u se d -a sse t m arkets, 
" to  b o o t,"  a re  very s p o t ty ,  w ithou t exception  a l l  concepts o f value 
re ly in g  on th e  m arket have to  be cognizan t of such co n d itio n s . A lte r ­
n a tiv es  to  o r means of estim atin g  value must be o ffe re d , thus making 
th e  d es ired  o b jec tiv en ess  s u b je c tiv e ly  q u a l i f ie d .  With re fe ren ce  to  
the l a s t  column of th e  F igure , P a to n 's  two approaches to  v a lu a tio n , 
i . e . ,  c o s t  o r in c o m e ,^  would be u n s a tis fa c to ry  because the approach 
i s  dependent upon th e  a p p lic a tio n  by the u se r  of the p a r t ic u la r  con­
c e p t.  ̂  The Figure does emohasiee the  genera l need to  use q u a lify in g
12a d je c tiv e s  whenever the  term "value" i s  employed.
Underlying any concern w ith  lo n g -liv ed  a s s e ts  must be an under­
stand ing  of how the p a r t ic u la r  expression  acknowledging th e i r  ex is ten c e  
i s  couched, and more p a r t ic u la r ly  i f  th e  funds id e n t i f ie d  w ith  th e
^ P a to n ,  "V aluation  of the Business E n te rp r is e ,"  p . 28. "Costs" 
is  balance sh ee t o r ien te d  w ith  prim ary emphasis on th e  p a r t ic u la r  
f e e i l l t y ,  and "income" i s  o r ien te d  in  the concept of th e  going concern 
and anphasis i s  on v a lu a tio n  o f th e  firm  as a whole.
^ F o r  example, in  using  the "c u rren t market c o s ts"  concept, 
Edwards and B e ll employ the  income approach and market co s ts  provide 
them w ith  in p u t v a lu e s , v ide  Edgar 0 . Edwards and P h il ip  V. B e ll , The 
Theory and Measurement o? Business Income (Berkeley and Los A ngeles, 
U n iv e rs ity  o f C a lifo rn ia  biress, 1^6T). C f. Chambers * "c u rren t cash 
eq u iv a len t"  which i s  balance sh ee t o r ie n te d  and market costs  are  e x i t  
v a lu e s , v ide Raymond J .  Chambers, Accounting, E valuation  and Economic 
Behavior (fcnglewood C l i f f s ,  N. J . i  F re n tlc e -H a ll, I n c . ,  1^66).
12F in a l d e f in i t io n  o f  value f o r  purposes o f  th i s  paper i s  con­
ta in ed  in  th e  "Sumiary" of th i s  c h a p te r , pp. 3U-35*
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lo n g -liv ed  agents o f fu tu re  se rv ic e s  are  to  be traced  and analyzed*
Accounting has used c o s t  b a s ic a l ly  as
the b e s t  measure of i n i t i a l  value . . . b u t i t  d o e s n 't  a t  a l l  
follow  th a t  recorded co s t con tinues to  re p re se n t the o r ig in a l  
economic quantum when a change has taken p lace  in  th e  s i g n i f i ­
cance of th e  measuring u n it  i t s e l f .  Cost i s  no t a mere f ig u re .
I t  i s  an economic measure, a v a lu e . Cost IT  an amount o f eco­
nomic s a c r i f i c e  Incu rred  or~economic fo rce  expended*
. . .  i t  can be dem onstrated th a t  recorded d o lla r  c o s ts  * * . 
have ceased to  se rv e  the proper purposes o f a cco u n tin g .*5
For p resen t purposes, th e  d e f in i t io n  th a t  "c o s t is  an amount o f economic 
s a c r i f ic e  in cu rred  or economic fo rce  expended" (above) should be empha­
s iz ed  and may be e lab o ra te d  upon: ( 1 ) the acq u irin g  of lo n g -liv e d  a s s e ts
i s  economic s a c r i f ic e  incurred  or ourchasing power foregone ( in  a c t iv ­
i t y  w ith in  th e  in te rn a l  and/or in te rn a l- e x te rn a l  environment) and
( 2 ) u t i l i z a t i o n  of th e  a s s e t s 1 fu n c tio n a l cap ac ity  ( s e rv ic e s )  i s  eco­
nomic fo rce  expended ( i s  a c t iv i ty  w ith in  the in te rn a l  and ex te rn a l 
e n v iro n m e n ts .^  Applying such d e f in i t io n  to  lo n g -liv e d  a s s e ts  funds
^ P a to n  in  dea ling  w ith  co s t concepts and problems recognizes and 
emphaslzee the c o s t  and a s s e t  r e la t io n s h ip . William A, Paton, "Costs 
and P ro f i ts  in  Ifrreaent Pay A ccounting," fraton on A ccounting, e d ite d  by 
H erbert F. Taggart (Bureau o f Business ResearcK7 Graduate School of 
Business A dm in istra tion , The U n iversity  of M ichigan, 196k), p . 306.
IkP aton , "Measuring P ro f i ts  under I n f la t io n  C onditions: A
Serious Problem fo r  A ccountants," lo c . c l t ,
^ I b ld . , pp. 20 , and 25-26, emphasis added.
“ . . . .  . ‘ ‘,o th e  c la s s i f ic a t io n s  of firm
11Costs t r a d i t io n a l ly  have been th e  medium of such ex p ress io n ."^  Paton 
"submitQs} th a t  c o s t i s  no t merely a f ig u re  on a p iece of paper.
in  Chapter V, pp. 63-81*a c t iv i ty
27
encompasses both th e  time dimension and th e  a c t iv i ty  dim ension, bo th  
dimensions having to  be encompassed befo re  liq u id  funds committed to  
the lo n g -liv ed  a s s e ts  funds Id e n ti ty  can have regained  a s ta te  th a t  
may be defined  as being l iq u id .
A ip seU lo  oonospt o f value. As suggested  b e fo re , c o s t may be deemed, 
in  most c a se s , to  be an o b jec tiv e  exp ression  o f oower to  cosmand being 
surrendered  to  embodiment in  lo n g -liv ed  agents of se rv ice  a t  th e  time 
of a c q u is i t io n . Such power is  committed only a f te r  due ev a lu a tio n  as 
to  whether the se rv ic e s  the a s s e ts  can ren d er w i l l  produce fu tu re  
revenues and/or reduce fu tu re  c o s ts . ^  Subsequent to  a c q u is it io n , in  
tra c in g  th ese  funds committed to  lo n g -liv ed  a s s e ts ,  i t  i s  necessary  to  
account f o r  them p ro p o rtio n a te ly  in  two p o s itio n s  in  th e i r  flow toward 
l iq u id i ty .  The two p o s itio n s  or spans of funds flow a re i  the  p o r tio n  
of th e  funds values s t i l l  embodied in  the agents ( th e i r  balance sh e e t 
p o s it io n )  and the p o r tio n  o f th e  funds, r e la t iv e  to  u t i l i z e d  se rv ic e s  
of th e  ag en t, which have en tered  th e  stream of co s ts  expended fo r  
c u rre n t revenues ( th e i r  Income sta tem en t p o s i t io n ) .  The measuring 
u n i t ,  th e  monetary u n i t ,  used to  express such values does no t possess 
an in h e re n t s t a b i l i t y ,  nor does th e  demand expressed in  s p e c if ic  p r ic e s  
fo r  such agents of s e rv ic e . The accoun tan t, th e re fo re , i s  confronted  
w ith fo u r  questions fo r  which he must seek a s a t is f a c to ry  answer in  
tra c in g  th e  funds id e n t i f ie d  w ith  lo n g -liv ed  a s se ts  subsequent to  t h e i r
^ C f .  a n te , p . 23 and foo tno te  9 , p . 23.
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date  of a c q u is i t io n i
(1 ) How much o f th e  se rv ic e  p o te n t ia l  rem ains u n u t i l iz e d ,
i . e . ,  what se rv ic e  v a lu es  a re  s t i l l  embodied w ith in  th e  
p h y s ic a l agen t o f  se rv ic e ?
(2 ) How much o f th e  s e rv ic e  p o te n t ia l  has been expended to  
produce c u r re n t revenues?
(3) What i s  th e  magnitude of th e  monetary u n i t  in  terras of 
purchasing  power in  th e  p re s e n t r e la t iv e  to  i t s  magnitude 
a t  tim e of a c q u is i t io n  of th e  lo n g -liv e d  agents?
(li) Has s p e c if ic  demand f o r  such fu n c tio n a l c a p a c it ie s  changed?
Under s t a t i c  co n d itio n s answers to  questions 3 and U would give 
evidence th a t  no changes have o ccu rred , th a t  th e  purchasing power o f 
th e  monetary u n i t  has s ta b i l i z e d  and th a t  demand fo r  th e  s p e c if ic  
agents of se rv ic e  has a t ta in e d  s t a b i l i t y .  The concept of f ix ed  a s s e ts  
funds under th e se  co n d itio n s  i s  p ic tu re d  in  F igure 3 below .
F igure 3
CONCEPTS OF FIXED ASSETS FUNDS 
UNDER STATIC CONDITIONS
C urrentH is to ric  
( in p u t)  
Costs
—C ( in p u t)---- 7
( Costs /







H isto ric  co s t i s  a c q u is it io n  c o s t .  Because of the  s t a t i c  co n d itio n s 
n ic tu re d  in  Figure 3 , a c q u is it io n  or h is to r ic  c o s t and a c u rre n t c o s t  
fo r  comparable fu n c tio n a l c a p a c it ie s  are  the  same in  term s of the 
monetary u n it .
C onditions under which purchasing power and s p e c if ic  demand
have s ta b i l iz e d  would be ex cep tio n a l in  th e  p ra c t ic a l  s i tu a t io n .  The
e f f e c t  o f  one ( i . e . ;  purchasing power of th e  monetary u n i t  or S D ec if ic
demand) s ta b i l iz e d  and th e  o ther changing forms the b a s is  o f a s e t  of
two p o ss ib le  s i tu a t io n s  p ic tu red  in  Figure h , page 30* I f  cond itions
10under "A" in  Figure U and the accounting ta ck  in d ic a ted  were p re- 
19v a i l in g ,  then purchasing power, though f lu c tu a t in g ,  would be main-
7f)ta in e d  ( id e a l ly ,  f re e  o f ta x a t io n ) ;  under "B" purchasing oower would
be m aintained because i t  i s  no t f lu c tu a tin g  and the holding gain id e a l ly
21would be repo rted  s e p a ra te ly . The holding g a in , under the  l a t t e r
i 0Tack: "A course o r  method o f a c tio n , e sp . one sh a rp ly  d iv e r­
gen t from th a t  p rev iously  pursued ,"  W ebster's  New C o lleg ia te  D ic tio n a ry , 
based on W ebster's  New In te rn a tio n s l~ fr lc tio n a ry t second e d i t io n  tS p ring - 
f i e l d , ”^ 33 . :  6 . & C, Merriam G o., P u b lish e rs , 191*9).
^T h e  accounting  tack  in d ic a te d  in  th ese  F igures ( i . e . ,  F igures 
3 and h and Figure 5 i n f r a ) g rad u a lly  w ill  be e lab o ra ted  upon, to  a 
degree, in  subsequent ch a p te rs .
20cf. "d e n re c ia tio n  d efic ien cy " as defin ed  by Ralph Coughenour 
Jo n es , E ffec ts  o f P rice  le v e l  Changes on Business Income, C a p ita l and 
Taxes (American- Iccounting  A ssoclationT- 1956}, p a r t ic u la r ly  ChapteFTV, 
"Purchasing Power D efic ien c ies  in  D eprec ia tion  C harges."
21General and s p e c if ic  in d ic e s  a re  d iscussed  by W. T. B axter, 
"General or S p ecia l Index? -  C a p ita l maintenance under changing p r ic e s ,"  
Jo u rn a l DEC, Issu e  No. 3 (D ttaseldorf, 1 s t  Ju ly , 1967), pp. 172-181; a ls o , 
v ide  Edward's d iscu ss io n  of th e  use o f  in d ic e s  and th e  re p o rtin g  o f 
ho ld ing  gains s e p a ra te ly , "D epreciation  P o licy  under Changing P rice
30
F igure U
CONCEPT OF FIXED ASSETS FUNDS 
UNDER MODERATELY DYNAMIC CONDITIONS
A. CONDITIONS: Purchasing  power changing 
S p e c if ic  demand co n s tan t
TIME MEASUREMENT1
H is to r ic )  ( Index of
( in p u t)  >-X—M ch an g ed  pu r- 














(e n try )  Funds
B. CONDITIONS: Purchasing  power co n s tan t 
S p e c if ic  demand changing
MEASUREMENT—
H is to r ic )  ( Index of
( in p u t)  K l —>—( changed
C osts ) ( s p e c if ic  demand
R ea lizab le
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(e n try )  Funds
c o n d itio n s , may be re a l iz e d  e i th e r  through use ( re g u la r  a c t iv i ty )  or 
through s a le  o f th e  a s s e t ( s )  ( i r r e g u la r  a c t i v i t y ) .
Before making a f in a l  s ta tem en t of c o s t  valu ing  o f committed 
f ix ed  a s s e ts  funds, F igure 5>, below, i s  p resen ted  as an e la b o ra tio n
F igure $
CONCEPT OF FIXED ASSETS FUNDS 
UNDER DYNAMIC CONDITIONS
C onditions! P urchasing  power and s p e c if ic  demand changing, 
th e  changes being  d isp ro p o rtio n a te
/ ■
H is to r ic ) 
( in p u t)  
Costa )
-TIME MEASUREMENT- \
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(chasing  power) (h e ld  >
( Index o f ) C urren t
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(e n try )  Funds
L ev e ls ,"  The Accounting Review, Vol. XXIX, No. 2 (A p r i l ,  195k)} and 
Edwards and B e ll ,  The Theory and Measurement o f Business Income; c f . 
p o s t , fo o tn o te  23 ,  page 32 .
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of c o s t under dynamic cond itions where both purchasing power and 
s p e c if ic  demand are  changing and changing d isp ro p o r tio n a te ly . In 
Figure 5, purchasing cower i s  m aintained as under co n d itio n s "A" in
Art
Figure U, although i t  i s  incogn ito*  in  a c u rren t ( in p u t)  c o s t a rriv ed  
a t  through a p p lic a tio n  of an index o f changed s p e c if ic  demand as 
applied  to  h is to r ic  ( in p u t)  c o s t;  holding gains re a liz e d  rece iv e  th e i r  
same id e a l ,  sep ara te  rep o rtin g  as under cond itions "B" in  Figure
The preceding F igures ( i . e . ,  F igures 3 , U and 5) are  employed 
in  the p re se n t c h a p te r , o r im a rily , to  e lab o ra te  upon th e  e f f e c ts  of 
the  time dimension on funds w hile committed to  th e  natu re o f long- 
liv e d  a s s e ts .  Measurement of a c t iv i ty  through d ep rec ia tio n  accounting 
is  the p u rs u it  of id e n t i f ic a t io n  o f th e  p ro p o rtio n a te  p a r t  o f long- 
liv e d  a s s e ts  funds w ith  the  u t i l i z e d  se rv ices  o f the a s s e ts ,  expended 
to  procure c u r re n t revenues (funds in fow s). The measurement of a c t iv i ty  
i s  considered  in  succeeding c h a p te rs .
In F igures 3 , 1* and 5, th e  two p o s itio n s  th e  funds, r e fe r re d
2h
to  p rev io u s ly , a re  r e f le c te d :  th e  balance sh ee t p o s it io n  p rim arily
22 In co g n ito : "under a name or t i t l e  n o t c a l l in g  f o r  sp e c ia l
re c o g n itio n ."  W ebster's  New C o lleg ia te  D ic tio n ary , op. c i t .
23Cf .  "An a d d it io n a l refinem en t w ith in  th e  'h o ld in g  gains and 
lo s s e s ' ca tegory  would be secured  by d is tin g u ish in g  between th e  e f fe c ts  
a t t r ib u ta b le  to  changes in  th e  genera l p r ic e  le v e l and gains and lo sses  
a t t r ib u ta b le  to  changes in  the value of s p e c if ic  a s s e ts ,"  Committee on 
Concepts and S tandards -  Long-Lived A sse ts , American Accounting A ssoci­
a t io n ,  "Accounting fo r  Land, B u ild in g s, and Equipment, Supplementary 
S tatem ent No, 1" (supplem entary to  "Accounting and R eporting Standards 
fo r  C orporate F in a n c ia l S ta tem ents: 1957 R ev is io n "), The Accounting
Review, Vol. XXHX, No. 3 ( J u ly ,  196U), p . 6 9 3 . --------------------
^ f .  a n te , p . 27.
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defined  through th e  tim e measurement and the income sta tem ent p o s it io n , 
through the measurement of a c t iv i ty .  N either measurement, however, is  
to  be regarded as m utually ex c lu siv e j the time dimension encompasses 
the a c t iv i ty  dim ension, b u t whereas time i s  continuous a c t iv i ty  i s  not 
n e c e ssa r ily  continuous or uniform . A c tiv ity  u t i l i z in g  the se rv ic e s  o f 
the a s s e ts  may be i r r e g u la r  and/or d i s c r e te .  A ccountants, in  g en e ra l, 
seem to  adopt e i th e r  the balance sh ee t approach or the income approach 
in  reco rd in g , re p o rtin g  and analysing  th e  progress of the f irm . The 
l a t t e r  approach seems to  have gained most favor in  recen t y ears  as 
evidenced by accounting  l i t e r a tu r e .  With reference  to  F igures 3 , it 
and the flew movement o f th e  lo n g -liv e d  a s se ts  funds from a com­
m itted  s ta te  in  time through th e  a c t iv i ty  of u t i l i z a t io n  in  the flow 
toward l iq u id i ty  through recoupment in  o pera ting  revenue evidences 
th a t  th e  problems o f a s s e t  accounting and Income accounting a re  co­
e x is te n t . Accountants, in  g en e ra l, have been r e lu c ta n t  to  r e f l e c t  in  
th e  accounts and, th e re fo re ,  in  b a s ic  re p o r ts  the changes in  pur­
chasing power and the e f f e c t s  of changes in  s p e c if ic  demand. I t  has 
been and can be dem onstrated th a t  such changes can be inco rpora ted  
in to  accounts and r e p o r ts ,  ^ O bjections to  such procedures must be
^'’E .g . ,  Edwards in  "D epreciation  P o licy  under Changing P rice  
L evels,"  and Edwards and B ell in  The Theory and Measurement of Business 
Income advance th e o r e t ic a l  approaches; A. 3cmdeket, ^An A pp lication  o f  
fteplacement Value Theory," The Jo u rn a l of Accountancy, Vol. 110, No. 1 
(Ju ly , I9 6 0 ), pp. 37—1*7» re p o rts  on a p r a c t ic a l  s i tu a t io n  in  the sea rch  
fo r  an answer to  th e  problem of In co rp o ra tin g  th ese  changes in  the  
accounts.
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overcome; accountan ts a re  among the q u a lif ie d  groups who should be
pitalcing a lead  in  overcoming such o b je c tio n s .
Suamary. For purposes o f  th ie  paper, c o s t values o f th e  f ix e d -a s s e ts  
funds (p ro p o rtio n a te  p a r ts  p o sitio n ed  in  th e  ag en t, as rep o rted  in  the 
balance s h e e t,  and in  th e  flow o f c u r re n t  c o s t ,  as rep o rted  in  th e  
sta tem ent of income) w i l l  be construed  as c u r re n t co s ts  encompassing 
any changes in  purchasing power as w e ll as changes in  s o e c if ic  demand 
fo r  comparable fu n c tio n a l c a o ae ity , The o r ig in  of v a lu e , in  th is  
c o n te x t, i s  defined  as th e  purchasing power committed a t  the tim e of 
a c q u is it io n  of th e  a s s e t ,  th is  coianitment having been equated to  the  
v a lu a tio n  of fu tu re  b e n e f i ts  d iscounted  to  th e  p re s e n t. The co n tin u ­
a tio n  of value i s  q u a l i f ie d  jo in t ly  by changes in  th e  purchasing power 
of the monetary u n it  (used to  g ive ex p ressio n  to  th e  ex is ten ce  of th e  
a s s e ts )  and by changes in  s p e c if ic  demand f o r  comparable fu n c tio n a l 
c a p a c ity . With re fe ren ce  to  th e  l a t t e r  change, an adjustm ent a r r iv e d  
a t  th rough  in te rn a l  ev a lu a tio n  i s  contem plated as p re fe ra b le  s in c e  
owner value probably  v a rie s  from e x te rn a l v a lu a tio n s  ( e . g . ,  m arket 
v a lu e s ) . Owner value i s  an a p p ra is a l o f value in  th e  l ig h t  of u t i l i t y
21C f. e .g .*  " I  f e e l  s tro n g ly  th a t  we should n o t damn th e o rie s  
s o le ly  because p r a c t ic a l  d i f f i c u l t i e s  h inder t h e i r  a p p lic a tio n . Id fe  
would g e t very  d u ll  i f  we d id . B esides, i f  we can e s ta b l is h  what is  
r ig h t  In p r in c ip le ,  we may then be ab le  a t  l e a s t  to  move towards some 
workable compromise." W. T. B ax ter, op. c i t . ,  p . 179; and Paul Grady* 
"Economic D eprec ia tion  in  Income Taxation and in  A ccounting," The 
Jo u rn a l o f Accountancy. Vol. 107, No. U (A p ril, 1959), pp. SU-2o» 
wherein i s  concludedi "The a p p ra is a l sh ib b o le th  should no longer 
stan d  In  th e  way of p roper accounting re c o g n itio n  of economic d ep rec i­
a t io n ,"  p . 60.
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to  the e n t i t y . This concept of value i s  c o n s is te n t i f  a t  th e  f i r s t  
s te p  a c q u is it io n  c o s t is  accepted  as an ev a lu a tio n  of the se rv ice  
p o te n t ia l  o f the f a c i l i t y  to  the u se r . Logic d ic ta te s  th a t  such 
ev a lu a tio n  has d iscounted  th ese  fu tu re  se rv ic e  values to  the p resen t 
and has been q u an tified  by o r ig in a l  c o s t  -  such a c q u is it io n  of fu tu re  
se rv ic e s  would have been foregone had they  had to  be bought a t  "par" 
or a t  a "premium."
CHAPTER I I I
ACCOUWTING FOR DEPRECIATION DEFINES 
UTILIZATION 0? F'JNDS 
COMMITTED TO THE IDENTITY OF LONG-LIVED ASSETS
’’D eprec ia tion” appears to  be a g en e ra lly  understood term ; 
however, s p e c if ic  conno tations a tta c h in g  to  i t  are  functions of many 
f a c to r s .  In  a l l  co n s id era tio n s of d e p re c ia tio n , value i s  in e x tr ic a b ly  
a major p a r t  o f t h a t  to  which such co n s id e ra tio n s  a re  based . Such 
v a lu a tio n  o f dep rec iab le  agents was th e  su b je c t of Chapter I I .
To th is  p o in t th e  funds embodied in  or committed to  th e  id en ­
t i t y  o f fu tu re  se rv ic e s  w ith in  th e  natu re  o f lo n g -liv ed  asse ts  have 
been defined  in  term s o f c o s t  v a lu es . I t  has been noted th a t  th ese  
funds a re  in  a co n s tan t f lu x . Since the embodiment of th e se  funds 
in  p h y s ic a l agen ts p e r s i s t s  through a period  of tim e , th e  flow Is  
dammed w ith in  these agen ts of fu tu re  se rv ice s  ( th i s  could be r e f e r re d  
to  as a s t a t e  of su spension ). U t i l iz a t io n  of th e se  damned se rv ices  
and/or the encroachments o f  tim e and obsolescence re le a se  th e s e  funds 
in to  th e  main stream  of c o s ts .  This ebbing of funds i s  turned by 
meeting th e  revenue stream  and th e  recoupment o f funds i s  merged in  
th is  funds In flow , i . e . ,  in  th e  revenues.
The a c q u is it io n  of revenues i s  o f th e  rev erse  n a tu re  to  th e  
a c q u is it io n  of the lo n g -liv e d  a s s e ts .  In  the  l a t t e r  c a s e , l iq u id i ty  
was exchaiiged fo r  an embodied funds; now th e  exchange i s  of embodied 
funds fo r  l iq u id i ty .  I t  should be borne in  mind th a t  th e re  are  vary ing
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degrees o f l iq u id i ty  dependent upon th e  exchange e f f e c te d , e . g . ,  i n t e r ­
mediate exchanges fo r  f in ish e d  goods, in te rm ed ia te  exchanges fo r r e ­
c e iv a b le s , in te rm ed ia te  exchanges fo r  s e rv ic e s ,  or d i r e c t  exchanges fo r  
monetary u n i t s .  The exchange o f l iq u id  funds fo r  lo n g -liv e d  a s se ts  i s ,  
in  e f f e c t ,  an in te rm ed ia te  exchange between liq u id  funds in  th e  p re se n t 
and th e  inflow  of l iq u id  funds (revenues) in  th e  fu tu re .  The major 
d if fe re n c e  between th is  in te rm ed ia te  exchange and o th e rs  i s  th e  time 
elem ent involved; the tim e involved i s  more extreme than  in  most o th e r  
funds exchanges.
D ep rec ia tio n . The p re sen t problem i s  to  g ive  sta tem ent as to  how 
accounting d efin es  the re le a s in g  of embodied funds in to  th e  stream  
of c o s ts .  R efe rring  to  th e  Schematic Diagram of S tudy, page 19, the  
p re se n t chap ter s h i f t s  the c o n s id e ra tio n  of lo n g -liv e d  a s s e ts  funds 
to  th e  span of funds flow id e n t i f ie d  as "B" in  the F igu re .
"D epreciation" d efin es  th e  re le a s in g  of lo n g -liv ed  a s s e ts  funds 
in to  th e  stream  of c o s ts ;  "d e p re c ia tio n  accounting" d efin es  the q u an tity  
of th i s  r e le a s e .  S ta te d  ano ther way, d e p re c ia tio n  i s  th a t  p o rtio n  o f 
the a g e n t 's  t o t a l  c o s t ,  lagged i n i t i a l l y  because of fu tu re  se rv ice  
p o te n tia ls  of th e  ag e n t, w hich now has been id e n t i f ie d  w ith  th e  a g e n t 's  
s e rv ic e s  expended through u t i l i z a t i o n .  Using Figure $ ,  page 31, as a 
p o in t o f re fe re n c e , a c t iv i ty  i s  the o b je c t of measurement. This measure­
ment is  re fe r re d  to  v a rio u s ly  as  a measurement of ex p en d itu re , o f  con­
sum ption, of d im inution  o f value o f th e  lo n g -liv e d  a s s e ts  funds. "Capi­
t a l  I s  a value m agnitude, and i s  consw ed a s  value i s  exhausted . • •
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d e p rec ia tio n  i s  the exhaustion  of c a p i ta l  v a l u e . I n  th e  next s e c tio n , 
the purpose o f d ep rec ia tio n  accounting to  define  th i s  degree of exhaus­
tio n  i s  examined.
D eprec ia tion  accoun ting . Reference to  th e  Schematic Diagram of Study, 
page 19, in d ic a te s  the  bend, so to  speak, has been reached in  th e  
flow of funds id e n t i f ie d  w ith  th e  lo n g -liv ed  a s s e ts .  Accounting fo r  
d e p re c ia tio n  ia  th e  accounting fo r  the value  which as u t i l i z e d  (con­
sumed) becomes a p a r t  of th e  t o t a l  co s ts  o f  opera tions and which flows
2back in to  the firm  in  th e  revenue stream . Terborgh has s tre s s e d  th is  
tran s ien cy  o f th e  ’'nom inally 'd u ra b le ' bu t n ev e rth e le ss  ephemeral 
g o o d s a n d  po in ted  ou t th a t  d e p re c ia tio n  p o lic y  i s  th e  way " to  make 
f in a n c ia l  p ro v is io n  ag a in s t th e  wastage or consumption o f durable 
a s s e ts .  .
This s e c tio n  in  p a r t  i s  a co n s id e ra tio n  o f d e p re c ia tio n  account­
ing p ra c t ic e s  ( p o l ic i e s ) ,  pu rpo rted ly  designed to  account fo r  th e  
consumption o f va lue  in  one form and thereby  enable the accounting fo r
^George Terborgh, R e a l i s t ic  D eprec ia tion  P o licy  (W ashington,
D. C .: Machinery and A llie d  i»roducts I n s t i t u t e ,  1 9 5 0 , p . 27.
2C f. th e  d e f in i t io n  o f "d e p re c ia tio n  accounting" of Ralph 
Coughenour Jo n es, E ffec ts  o f P rice  Level Changes on Business Income, 
C a p ita l and Taxes (American Accounting A sso c ia tio n , 195b) , p . 151>, 
"D eprecia tion  accounting  i s  sim ply a method of sep a ra tin g  ex p ired  
c o s ts  from unexpired  c o s ts  o r  of d i f f e r e n t ia t in g  between c a p i t a l  r e ­
co v eries  and n e t  income,"  emphasis added.
^George Terborgh, Dynamic Equipment Policy  (W ashington, D. C .i 
Machinery and A llie d  Products i n s t i t u t e ,  r9Uy), p . 1 .
**Ibid.
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continuance of such value in  ano ther form. The accounting fo r depre­
c ia t io n  i s  necessary  so th a t  dim inutions o f value may be charged 
a g a in s t revenues in  o rder to  a s c e r ta in  th a t  a l l  economic s a c r i f ic e  has 
been o f f s e t ,  been recouped. "The c e n tra l  purpose of d e p re c ia tio n  
accounting i s  to  a l lo c a te  the  c o s t of these lo n g - la s tin g  a s se ts  to  the
if
periods o f use in  a reasonab le  and o rd e rly  f a s h i o n . I f  why th is  i s  
the c e n tr a l  purpose i s  questioned , i t  f i r s t  should be re c a lle d  th a t  
"economic s a c r i f ic e "  has been imputed as one d e f in i t io n  to  the  expres­
sion  " c o s t."  Boulding then  answers th e  q u es tio n : "G enerally  we should
expect every  dim inution  in  an a s s e t  to  r e s u l t  in  a corresponding in ­
crease  in  some o th e r a s s e t . M a r y  times th is  does not occur; however, 
th i s  does no t c o n tra d ic t the  reasonab leness o f th e  statem ent "should 
expect" from th e  p o in t of view of "ex p ec ta tio n s"o f a going concern.
Turning again to  Figure 5 , page 31, based on p rev a ilin g  economic 
co n d itio n s , the fo llow ing  w i l l  be imputed to  th e  concept p ic tu re d  
th e re in :
^Sidney Davidson, "D eprecia tion  and P r o f i t  D eterm ination ," The 
Accounting Review,  V ol. XXV, No. 1 (January , 1950), p . US*
^Kenneth E. Bouiding, Re cons tru e  t i  on o f Economics (New York:
John V.’i le y  it Sons, I n c . ,  1950), p . 31, emphasis added. C f , W illiam  
J .  V a tte r , "S ec tion  H I ,  Chapter 12, C orporate Stock E q u itie s ,"
Modern Accounting Theory (a  re v is io n  of Handbook of Modern Accounting 
T heory), e d ite d  by Morton Backer (Englewood C l i f f s ,  RTTTT ^ re n tic e -  
HaVL, I n c . ,  1966), p . 259, when d is t in g u ish in g  between le g a l and fin an ­
c i a l  c a p i t a l ,  he observes, "From an economic view point th e  e n te rp r is e  
i s  a dev ice  fo r  converting  economic se rv ic e s  in to  more d e s ira b le  form s. 
'C a p i ta l ' i s  th e  aggrega tion  of economic s e rv ic e -p o te n t ia la  ( a s s e ts )  
devoted to  th e  o b je c tiv e s  o f a g iven e n te r p r is e .  . . .  Accounting 
income i s  th e  amount o f a s s e t  expansion a r is in g  from o p era tio n s and 
a c t iv i t i e s  o ther than f in a n c in g ."
Uo
H isto ric  ( in p u t)  co s t ...................... $ 10,000
Estim ated re s id u a l v a lu e .................. -0 -
Estiraated time measurement, , * * 5 years
Measurement o f purchasing power commitments 
and s p e c if ic  demandi
In d ices  of 
End of Changed p u r-  Changed







The schem atic p a t te rn  of F igure 5 and th e  above in fo rm ation  are used 
to  show th e  5 -year l i f e  ( s t r a ig h t - l in e  d ep rec ia tio n  p a tte rn )  in  
F igure 6 , page 1*1.
In F igure 6 , the d ep rec ia tio n  charges (item  "F") fo r  the  in d i­
v id u a l periods vary even though s t r a ig h t - l in e  d e p rec ia tio n  was the  
g en era l method taken in  computing th e  annual ch a rg es . The r e la t iv e  
bases of com parison, in d ices  o f purchasing power and o f s p e c if ic  demand, 
vary and, th e re fo r e ,  th e  computed charges v a ry . Edwards has observed 
th i s  phenomena:
C learly  th e  p e rio d ic  d e p re c ia tio n  charge i s  su b je c t to  co n s id e r­
ab le v a r ia t io n  depending upon th e  natu re  of the  base s e le c te d  
and whether o r no t th is  base I s  v a r ia b le  over time* In  a d d itio n , 
the  equ ivocal natu re o f th e  time p a tte rn  to  be ap p lied  to  the base 
expands fu r th e r  th e  range of va lu es th a t  th e  d ep rec ia tio n  charge 
could assum e.'
^Edgar 0 . Edwards, "C hanter 2, D epreciation  and Maintenance of
Ill
Figure 6
CURRENT COST DEPRECIATION OF A 5-YEAR-LIVED ASSET 
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The sum o f th e  d e p re c ia tio n  charges (item  "F ") i s  $20,000, and i f  the  
sum of c a o l ta l  gains re a l iz e d  (item  "H"), $5 ,000, i s  o f f s e t  ag a in st 
t h i s ,  then th e  purchasing power, th e  economic funds committed, $15,000, 
has been re ta in e d  and is  p resen t fo r  management’s d i r e c t iv e s .  How 
d e p re c ia tio n  charged a f fe c ts  the flow  of t o t a l  funds in d i r e c t ly  by 
a f fe c t in g  the flow o f l iq u id i ty  out o f the firm  in  taxes i s  th e  sub-
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j e c t  of a subsequent se c tio n  o f th i s  paner. The m atte r o f  emphasis 
a t  th i s  p o in t i s  th a t  the above d e p re c ia tio n  charges s t a te  th a t  as long 
as there  i s  economic income the above funds have reaopeared in  the form 
of o th e r a s s e ts  (were an economic lo s s  th e  case  th e  d ep rec ia tio n  charges 
not only express a d im inution  o f va lue  embodied in  th e  lo n g -liv e d  agents 
bu t a lso  lend them selves to  help ing  define a decrease in  a s s e ts  in  othar 
form s, a decrease in  e q u i t y ) . ^
Real C a p i ta l ,11 D ep rec ia tio n  and Replacement P o licy , e d ite d  by J .  L*
Meij (Chicago: "Qi'adrangle Books, 1961), p . 5*>.
o
I t  can be dem onstrated th a t  p r ic e  le v e l in c re ase s  reduce the  
e f f e c t iv e  r a te  of in t e r e s t ,  t h a t  economic l i f e  v a rie s  d ir e c t ly  w ith  
th e  r a t e  o f i n t e r e s t ,  and, th e re fo re ,  under cond itions o f in f la t io n  
the re  should  be an in c re a se  in  th e  r a te  of d e p re c ia tio n . Vide Howard 
D. Lowe, "The E sse n tia ls  of a G eneral Theoiy o f D e p re c ia tio n ^  The 
Accounting Review, V ol. XXXVIII, No. 2 (A p r il ,  1963), p. 300. C f. the  
fou r p roposals i'o r accounting f o r  d e p re c ia tio n  by Paul Grady, "Economic 
D eprecia tion  in  Income Taxation and in  A ccounting," The Jo u rn a l of 
Accountancy, Vol. 107, No. It (A p r il ,  1959), po. 57-59.
9C f. p o s t ,  pp. 118-119.
^ C f .  "A d o lla r  of revenue, i f  d is t r ib u te d  in  terms of c o s t ,  
must be 3 T s tr ib u te d  p ro p o rtio n a te ly . . .  • The only co s ts  which are 
re s id u a l a re  the ’ im p lic it*  co s ts  . . •" W illiam A. Paton , "Costs and 
P ro f i ts  in  P re sen t Day A ccounting," Paton on Accounting, e d ite d  try 
H erbert P. Taggart (Bureau of Business R esearch , Graduate School o f 
Business A d m in is tra tio n , The U n iv ers ity  o f ^Hchigan, 196J*), pp. 315-316.
The premise of th is  ch ap ter is  th a t  d e p re c ia tio n  accounting 
d e fin e s  the q u a n tity  of th e  d e p re c ia tio n  c o s t flow in to  th e  t o t a l  
co s ts  stream . To tra c e  and analyze such flows i t  i s  necessary  to  
comprehend "how much" has been determ ined to  be p re se n t a t  given 
p o in ts . The o resen t n o in t in  the flow of lo n g -liv e d  a s s e ts  funds is 
th e  in te rm ed ia te  flow between embodiment in  p h y sica l agents and the 
recoupment of th e  flow in  revenues. A cursory  exam ination , a t  le a s t  
o f d e p re c ia tio n  accounting  p ra c tic e s  i s  necessary  i f  th e  q u an tity  
(volume) of the flow a t  th is  p o in t in  the movement of th e  lo n g -liv ed  
a s se ts  funds toward l iq u id i ty  i s  to  be ap p rec ia ted .
A cureory e v e i nation o f depreciation p ractice* . The fa c to rs
c o n tr ib u tin g  to  d ep rec ia tio n  most commonly have been expressed  as the
tr iu m v ira te  o f  "w ear," " te a r ,"  and "obso lescence ."  For purposes of
th is  paper, th e se  a re  reduced to  two fa c to rs  -  " f u n c t io n a l" ^  (embrac-
12ing wear and te a r )  and " tech n o lo g ica l"  (embracing obsolescence in  i t s  
r a m if ic a tio n s ) . With re fe ren ce  to  th e  l a t t e r ,  i t  s u f f ic e s  to  note 
th a t  th e  more rap id  th e  te c h n o lo g ica l advance th e  s h o r te r  th e  economic 
l i f e  o f  t h e « s e t .
In  d ea lin g  w ith  fu n c tio n a l d e p re c ia tio n , a th re e -fa c e te d  problem
^ -F u n c tio n a l: "having or se rv in g  a u t i l i t a r i a n  purpose; capable
of se rv in g  th e  purpose fo r  which i t  was d esig n ed ."  The Random House 
D ic tio n ary  o f th e  E nglish  Language, th e  unabridged e d i t io n  (Hew"Yorkt 
Random House, I n c . ,  1967).
^ T echnolog ica l: "Boon, caused by te c h n ic a l  advances in  pro­
ductio n  m ethods,* anrf economic: "A ffecting  o r  a p t to  a f f e c t  th e  wel­
fa re  o f  m a te r ia l r e s o u rc e s ."  Ib id .
hh
m anifests i t s e l f ;  the  th re e  fa c e ts  a re :  (1) c o s t ,  (2) ten u re  of u se ,
and (3) r e s id u a l  v a lu e . This problem of d e p re c ia tio n  accounting i s  
most c o im o n ly  tack led  through a m ethodological approach; th e  most 
fa m ilia r ly  p resc rib ed  methods are  s t r a i g h t - l in e ,  d im inish ing  charges, 
sink ing  fund , and annu ity  methods.
The ease of approaching th e  problem through s t r a ig h t - l in e  depre­
c ia t io n ,  and th e  hoDed fo r r e s u l ta n t  ease o f  understand ing , th e re fo re , 
has made fo r  i t s  acceptance as evidenced by i t s  ex tensive a p p lic a tio n  
in  p r a c t ic e .
Arguments fo r  due w eight to  be extended to  ( l )  the  economic 
f a c ts  o f  l i f e  ( i . e . ,  g en e ra lly  th a t  which i s  younger, which i s  newer, 
i s  more capable of se rv ing  the fu n c tio n a l demands made uoon i t )  and 
(2) the "usua l” D attem  o f in c reas in g  re o a ire  and maintenance c o s t s , 
have brought fo r th  methods o f d im in ish ing  charges fo r  d e p re c ia tio n . 
Examples of such methods a re  th e  su m -o f-th e -y ea rs1 d ig i t s  and th e  
fix ed  percentage o f d im in ish ing  value methods. The former i s  a sim ple 
a r ith m e tic  approach advanced as an answer to  such argum ents; the  fix ed  
percen tage of the d im in ish ing  value i s  based upon an a lg eb ra ic  sta tem ent 
d esc rib in g  d ec lin e  of value and u t i l i t y .  H a tfie ld  su c c in c tly  su m a ria e s  
w ith  re fe ren ce  to  th e se  two methods when he observes th a t  they give 
you decreasing  d e p re c ia tio n  charges b u t in  them selves n e i th e r  has any­
th in g  "whatever to  say in  fav o r Qor d is fav o r^  o f th e  p a r t ic u la r  s e r ie s
13o f decreasing  charges secured  . .
^H eray  Band H a tf ie ld , Accounting, I t s  Pri. n c ip le s  and Problems 
(New Torkt D. A ppleton-Century Company, 1927), p . 151**
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Broadening of th e  demands on the re p re se n ta tio n s  made by the 
p e rio d ic  d ep rec ia tio n  charges to  in c lu d e  in te r e s t  on th e  amount o f  th e  
c a p i ta l  u t i l i z e d  has c a lle d  fo r th  th e  annu ity  approaches. In tan g lin g  
w ith  th e  q u estio n  of i n t e r e s t  on c a p i t a l ,  however, they omit o th e r 
p e r tin e n t f a c to r s .  The s t r a ig h t  annuity  approach su p p lie s  p e rio d ic  
d ep rec ia tio n  charges which are s t i l l  of equal amounts b u t a re  composed 
o f two elem ents, th e  d ec lin e  in  th e  value of th e  c a p i ta l  employed plus 
an annual in t e r e s t  charge on th e  d im in ish ing  value of a v a ila b ly  em­
ployed c a p i t a l .  I t  ij3 more expansive in  i ts  approach than th e  s t r a ig h t -  
l in e  method in  th a t  i t  recognizes an im p l ic i t  c o s t  o f c a p i t a l .  This 
im p lic i t  c o s t ,  however, is  charged in co g n ito  under "d ep rec ia tio n  ex­
pense" and, th e re fo r e ,  fo r  th e  m anufacturing e n t i ty  i s  t r e a te d  as a 
product c o s t r a th e r  than  a period  c o s t ,  w hile the  c r e d i t  f o r  th e  i n t e r ­
e s t  on the funds recovered  through revenues produced through normal 
opera tions i s  not d e fe rre d  in  apply ing  the matching convention . The 
l a t t e r ,  fo r  e i th e r  the m erchandising o r m anufacturing e n t i ty ,  i s  o f f ­
s e t  by the  in tro d u c tio n  of marked-up values of a s s e ts  by an allowance 
fo r  the im plied i n t e r e s t .  The sin k in g  fund method o f charging depre­
c ia t io n  (no funding being im plied  here) ia  a v a r ia t io n  of th e  annuity  
method in  th a t  th e  charges fo r  d ep rec ia tio n  are  ex c lu s iv e  of th e  im­
p l i c i t  i n t e r e s t ,  th u s r e s u l t in g  in  a p a t te rn  of charges t h a t  in c rease  
over th e  se v e ra l p erio d s of tim e charged fo r  th e  u t i l i z a t i o n  o f the 
c a p i ta l .
These m ethodological approaches employed in  d e p re c ia tio n  
accounting  should be a b ind ing  fa c to r  o f th e  fa c e ts  o f  th e  d e p rec ia tio n
1*6
problem, c o s t ,  tenure of u se , and r e s id u a l  v a lu e . R eferring  to  F igure 
7 , page li7, which g ra p h ic a lly  rep re se n ts  the p a tte rn s  of th e  more 
g en e ra lly  d iscu ssed  methods of d e p re c ia tio n  and th e  corresponding 
carry ing  value  o f the a s s e t ,  the d is s im i la r i ty  between the two re la te d  
curves (w ith th e  excep tion  of the  d e c lin in g  balance methods) i s  noted 
im m ediately. The conditioned  thought i s  th a t  d e p re c ia tio n  as a charge 
a g a in s t income assumes primary im portance -  according  to  most promul­
g a tio n s , v a lu a tio n  of th e  a s s e t  is  no t the in tended  fu n c tio n  of depre­
c ia t io n  accounting . The d ep rec ia tio n  p a t te rn ,  th e re fo r e ,  i s  to  be 
s e le c te d  in  th e  l ig h t  of income d e te rm in a tio n s . Such cond itioned  
thought i s  p r im a rily  one of expediency (as such i t  w i l l  be tre a te d  
accord ing ly  in  a subsequent se c tio n  when d ea lin g  w ith  expediencies 
d ic ta te d  by o u ts id e  in f lu e n c e s , p r im a rily  tax  code in f lu e n c e s ) . The 
p resen t concern i s  w ith  th e  funds i n i t i a l l y  embodied in  lo n g -liv ed  
agents of se rv ic e  bu t now being  re le a s e d  through use in to  the  stream  
o f funds outflow s ( c o s ts ) .  In  th i s  l ig h t  d e p re c ia tio n  can be construed 
only  as a fu n c tio n  o f th e  fa c to rs  which a f f e c t  th e  fu n c tio n a l c a o ac ity  
of the  a s s e t .  Contrary to  the  above noted condtioned response to  
ca rry ing  value p a tte rn s  o f lo n g -liv ed  a s s e ts  being a fu n c tio n  o f th e  
exp ed ien tly  chosen d e p re c ia tio n  p a t te rn , th e  prim ary emphasis on th e  
re sp e c tiv e  p a irs  o f  curves o f  Figure 7 i s  s h i f te d  from th e  d ep rec ia tio n  
curve to  the  ca rry ing  value curve.
When b in d in g , " f i t t i n g , "  d e p re c ia tio n  to  a s tan d ard ised  
curve, th e  se v e ra l f a c to r s  which a f f e c t  the fu n c tio n a l c a p a c it ie s  of 
th e  a s s e t s ,  th e re fo re ,  need to  be emphasised as primary co n s id e ra tio n s
h i
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in  the process of q u an tify in g  d e p re c ia t io n .^ 1 Cost of the a g e n t^  i s  
a jo in t  c o s t and i t s  c o n tr ib u tio n  Is  dim inished i f  o th e r co s ts  must 
be in cu rred  an d /o r in c reased  so th a t  th e  a g e n t 's  rem aining se rv ices  
may be u t i l i s e d .  Tirae-usage im plies a ra m if ic a tio n  o f a t te n t io n s .  I s  
th e  u t i l i z a t io n  of the agent a fu n c tio n  o f time and /or use (in c lu d in g  
an acknowledgment of obsolescence encroachment) and, i f  e i th e r  o r both 
a re  f a c to r s ,  how may they be in fluenced  by the in c u rr in g  o f th e  a fo re ­
mentioned o th e r co s ts  w ith  which they  a re  Jo in t?  C erta in  r e la t iv e ly  
c lo se  c o s ts  need more emphasis th an  perhaps they are accorded, e .g . ,  
one major item  is  th e  i n t e r e s t  f a c to r .  The a g e n t 's  longev ity  and, 
th e re fo re , th e  employment of the a g e n t 's  se rv ic e s  beyond the p rese n t 
e n ta i l s  an im plied co s t of th e  value "suspended" in  the ag e n t. The 
adoption of an e s ta b lish e d  d e p re c ia tio n  accounting method should n o t 
be accomplished w ithou t due weight being  extended to  th ese  fa c to rs  
which a f f e c t  the fu n c tio n a l c a p a c itie s  of th e  a s s e ts .  I t  i s  reasonab le  
to  a n t ic ip a te  t h a t  in  th e  g iven  s i tu a t io n  c e r ta in  o f  the f a c to rs  w i l l  
be more dominant th an  o th e rs  and th e  degree  of re levance  should a id  in  
th e  analyzing  o f the p a r t ic u la r  s i tu a t io n .  The approach to  a s e le c tio n  
of a s tan d ard ized  method o f d ep rec ia tio n  accoun ting , i f  I t  has been
111C f. "S erv ice  p o te n t ia l  i s  th e  e s s e n t ia l  elem ent in  a s s e t  
valuationT *  Consaittee on Concepts and S tandards -  Long-Lived A sse ts , 
American Accounting A sso c ia tio n , "Accounting fo r  Land, B u ild in g s, and 
Equipment, Supplementary S tatem ent No. 1" (supplem entary to  "Account­
ing and R eporting Standards f o r  Corporate F in an c ia l S tatem entst 1957 
R e v is io n " ), The Accounting Review, Vol. XXXIjl, No. 3 ( J u ly , 196li), 
p . 69U.
*^Vlde an te  d e f in i t io n  of "co s t"  f o r  purposes o f th i s  paper, 
pp. 3U-35.
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determ ined such i s  to be used , should be one of reasonab leness ( th is  
approach w ill  be tempered a lso  by o u ts id e  in f lu e n c e s , some o f which are 
to  be d iscussed  in  a subsequent s e c t io n ) .
M th  the above thoughts in  mind, one or two of th e  ca rry in g  value 
p a t te rn s ,  which a re  the r e s u l t  of th e  se v e ra l more common d e n re c ia tlo n  
accounting approaches, a re  to  be considered . I f ,  fo r  the sake of a n a l­
y s i s ,  only one of the fa c to rs  i s  allowed to  be dom inant, the p a t te rn  of 
the ca rry in g  value i s  q u ite  ev iden t b u t becomes h a z ie r  in  p ro p o rtio n  to  
th e  compounding of f a c to r i a l  c o n s id e ra tio n s . As an example, th e  a s se t 
which was d ep rec ia ted  by s t r a ig h t - l in e  under the varying economic con­
d itio n s  of a changing purchasing power of the  d o l la r  and a vary ing  
s p e c if ic  demand fo r comparable fu n c tio n a l cap ac ity  in  F igure 6 , page 1*1, 
is  used; fo r s im p lic ity  the varying economic co nd itions a lread y  tre a te d  
are held s ta b le .  The a r b i t r a r i l y  chosen s t r a ig h t - l in e  aporoach in  
F igure 6 i s  ju s t i f i e d  i f  th e  a s se t were possessed of the c h a r a c te r i s t ic s  
o f th e  tim e-honored Mone-hoss sh a y .tt By token as each year of l i f e  
lapsed  th e  sum of the rem aining y e a r s ' se rv ice s  would be one le s s ;  i t s  
l i f e  ( i t s  ca rry in g  value) would be decreasing  in  equal annual am o u n ts .^
D eviating from th e  above c o n d itio n s , assume th a t  th e  investm ent 
had been made based upon the fo re c a s t  o f revenues shown in  Figure 8, 
page 50 , and fu r th e r  th e re  a re  no a l te rn a t iv e  investm ent o p p o r tu n itie s , 
th e re fo re , n e t revenue c o n trib u tio n s  are  withdrawn a t  th e  cloee of th e  
re sp e c tiv e  p erio d . I s  the s t r a ig h t - l in e  p a t te rn  s t i l l  reasonable? The
l6 Cf. Jo n es, o£. c i t . ,  pp. 112-113*
50
fo re c a s t  revenues were based on an a n tic ip a te d  re tu rn  on in v e s t­
ment; th e  c o s t was th e  sum of such revenue flows d iscounted  to  th e  
p re se n t a t  10£. The ca riy in g  value a t  th e  s t a r t  o f  each  subsequent
Figure 8
INVESTMENT BASED UPON FORECAST OF REVENUES
Carrying Annual Net Revenue Net
Year Value* D epreciation  C o n tribu tions^  Income0
1 $ 10,000 1 2 ,000 1 3 ,0 0 0 $ 1 ,000
2 8 ,000 2 ,000 2 ,800 800
3 6 ,000 2,000 2 ,600 600
a a ,o o o 2 ,000 2,U00 aoo
5 2 ,000 2 ,000 2 ,0 0 0 200
aAt th e  beginning of th e  re sp e c tiv e  p e rio d .
^C on tribu tion  of "economic” income a f te r  a l l  re le v a n t opera ting  
c o s ts  o th e r than d e p re d a t io n .
cA fte r  d e p re c ia tio n .
period  i s  th e  sum of th e  rem aining a n tic ip a te d  n e t revenue c o n tr ib u tio n s
17discounted  to  the  p re se n t. The s t r a ig h t - l in e  p a t te rn  i s  s t i l l  reason­
ab le  because the above i l l u s t r a t i o n  was c o n tro lle d  I d e a l ly . The i n i t i a l  
c o s t va lue  equaled th e  sum o f  the fu tu re  se rv ic es  d iscounted to  th e
^T h ese  re la tio n s h ip s  may be defined  as fo llo w s :
Let A “ a s s e t  a t  beginning of period
E ■ expected n e t c o n tr ib u tio n  to  revenues
r  ■ co s t o f  c a p i ta l  ( I . e . ,  th e  r a ta  o f d iscount req u ired  to  equate 
the  stream  of output values w ith  th e  i n i t i a l  c o s t)
Arabic numerals used as su b sc r ip ts  denote re sp e c tiv e  periods o f tim e 
Then* Ai -  * i / ( l  ♦ r )  + E « /( l  
A* -  Kg/Cl ♦ r )  + l | / ( l  
Or* A* ■ A jU  + r )  -  E^
D eprec ia tion  -  An_x -  ^  -  A ^ r
+ r)Z ♦ . . . E j/C l ♦ r ) n 
♦ r )2  4 . . . 2 / ( 1  ♦ r ) " - l
* n - l U  ‘  r )  -  *n_i
51
p re se n t; th e  r e te  of d isco u n t equaled th e  r a te  of re tu rn  on investm ent; 
and th e  a s s e t  was d ep rec ia ted  over i t s  economic l i f e *  Had th ese  fa c to rs  
no t been so se le c te d  th e  d e c lin e  in  c a p i ta l  value would no t have p a ra l­
le le d  th e  d ec lin e  in  se rv ic e  v a lu es. Vary any one o r a com bination of 
these  fa c to rs  and the p a tte rn  of the value d ec lin e  of the above a s s e t  
w i l l  vary . For example, r e f e r  to  F igure 9 , page $2: i l l u s t r a t i o n  "A"
i s  a p lo t t in g  of the  d a ta  p resen ted  in  Figure 8 ; compare i l l u s t r a t i o n  
MBM in  th e  Figure to  "A" -  th e  l i f e  in  MB" was extended to  double th e  
o r ig in a l  d a ta . Other se rv ic e  value p a tte rn s  and t h e i r  corresponding 
d ep rec ia tio n  curves ( re p re sen tin g  th e  d e c lin e  in  a s s e t  v a lue) have been 
p lo tte d  a lso  in  Figure 9 .
The emphasis o f Figure 9 i s  th a t  the d ep rec ia tio n  p a tte rn  i s  a 
fu n c tio n  of the d e c lin e  of the p o te n t ia l  se rv ic e  values of the agent 
th e  c a p i ta l  value of th e  a s s e t  being the sum of th e  rem aining se rv ic e  
values d iscounted to  th e  presen t*  Bierman makes suggestions along th ese  
same l in e s :
. . • th a t  a period  should not be charged w ith an a r b i t r a r y  amount, 
bu t r a th e r  the p roper d e p re c ia tio n  charge i s  determ ined a t  th e  
moment th e  d ec is io n  to  in v e s t i s  made* At t h a t  time the cash pro­
ceeds o f th e  fu tu re  a re  d iscounted  back to  th e  p re sen t and compared 
to  th e  c o s t of the a s s e t .  In  a sense the  c o s t of the a s s e t  c o n s is ts  
o f  th e  co s t o f  purchasing tKe proceeds o f  d i f f e r e n t  p e rio d s .
^ H aro ld  Bierman, J r . ,  "D epreciable A ssets -  Timing o f Expense 
R eco g n itio n ,11 The Accounting Review, Vol. XXXVI, No* li (O ctober, 1961), 
pp. 613-611:, emphasis added. Cf. Terborgh, R e a l is t ic  D epreciation  
P o lic y , pp. 30-32; Isaac  N. Reynolds, "S e lec tin g  th e  Proper b e p re c ia tlo n  
R e tro d ,"  The Accounting Review,  V ol. XXXVI, No. 2 (A p r il ,  1961), pp. 
210-21*6; and Committee on Concept# and Standards -  Long-Lived A sse ts , 
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A nalysis of the expected se rv ice  flows of the a s s e t  in d ic a te s  i t s
p a r t ic u la r  d ep rec ia tio n  p a tte rn }  th is  a n a ly s is  is  performed in  a good
many in s ta n c e s  a t  th e  time th e  investm ent d ec is io n  is  made. I f  i t  i s
d es ired  th a t  such be " f i t te d "  to  a methodized d e p re c ia tio n  cu rv e , even
v isu a l f i t t i n g  should serve the purpose reasonably  w ell in  most in -  
19stances} fo r  example, the e p e c if ic  d ep re c ia tio n  curves in  "C" and
ME" of Figure 9 approximate reasonably th e  d e p rec ia tio n  p a tte rn  of the
20s in k in g  fund method.
SvaaaiT . In t r a c in g  the funds id e n t i f ie d  w ith  lo n g -liv e d  a s s e t s ,  
d eo re c ia tio n  accounting d efin es  how much of th is  funds has en tered  the 
c o s ts  t o t a l  being expended fo r  revenues. The q u a n tity  thus defined  is  
a fu n c tio n  of th e  fa c to rs  a f fe c t in g  th e  fu n c tio n a l c a p a c ity  o f  the 
a s s e t .
Adoption of a pu re ly  m ethodological approach to  accounting f o r  
d e p re c ia tio n  in v i te s  th e  c r i t ic is m  th a t  "m erely an argument o f  a 
[d e p re c ia tio n ]  method . • • has nothing w hatever to  say in  favor of the
pi
p a r t ic u la r  s e r ie s  of charges secured  , • The coa t value of th ese
funds committed to  th e  natu re of long -lived  a s se ts  are  q u i te  lo g ic a l ly
^ C f . "The formula u t i l i s e d  should be designed to  y ie ld  
d e p re c ia tio n  es tim a tes  th a t  roughly  p a r a l l e l  the expected se rv ice  
p a t te rn  even though th i s  may be determ ined only w ith in  very broad 
l im its . . . .  i t  should be p o ss ib le  to  s e le c t  a system atic  form ula which 
w i l l  produce an acceptab le approxim ation. 11 Committee on Concepts and 
Standards -  Long-Lived A sse ts , American Accounting A sso c ia tio n , ib id . ,  
emphasis added.
20Cf. a n te , F igure 7 , page U7.
21H a tf ie ld , lo c . c i t .
s'*
equated to  purchasing power expended in  the  p re se n t fo r  fu tu re  s e rv ic e s ; 
an a n a ly s is  o f th e  f a c to r s  a f fe c t in g  the fu n c tio n a l ca p ac ity  of th e  
a s s e t  should enable f in a n c ia l  accountants to  make a reasonab le  s t a t e ­
ment of d ep re c ia tio n  o f th ese  c c e t  va lues. The concept which approaches 
a s se t co s t values as a sum of th e  co a t of fu tu re  se rv ice  b e n e fits  held 
in  ex p ec ta tio n  of th e  fu tu re  emphasizes th a t  the  form er, once acqu ired , 
is  a fu n c tio n  of th e  course of th e se  se rv ice  b e n e f i ts ,  th a t  they  are 
d i s t in c t  but not m utually  exc lu sive  economic phenomena. In  tu rn , th is  
r e la t io n s h ip  emphasizes the r e la t io n s h ip  between the d e p re c ia tio n  p a t te rn  
and th e  a s s e t  ca rry ing  value p a t te rn ;  th e  form er i s  a fu n c tio n  of th e  
l a t t e r  r a th e r  than th e  a s s e t  ca riy in g  value p a t te rn  being merely a r e ­
s u l t  (a consequence) of the d ep rec ia tio n  p a t te rn .
CHAPTER TV
RETAINED EARNINQS, FUNDS INFLOWS 
AND RECOUPED DEHIECIATION FUNDS
Funds id e n t i f ie d  w ith  lo n g -liv ed  a sse ts  w ith in  the body of the  
firm  commences w ith  th e  a c q u is it io n  of such a s s e ts .  This a c q u is it io n  
n e c e s s ita te s  not only an i n i t i a l  b u t a continuous sta tem ent o f  va lu ­
a tio n  of the  ftinds committed to  th e  lo n g -liv ed  a s s e ts  id e n t i ty .  The 
i n i t i a l  problems o f such a sta tem ent r e la te  to  th e  su b je c t o f "v a lu e ,1* 
and as such , was d iscu ssed  in  Chapter I I .  I t  was observed th a t  the  
v a lu a tio n  problem even more s tro n g ly  m anifests  i t s e l f  in  th e  process of 
measuring a c t i v i t y ,  i . e . ,  in  d e fin in g  the consumption of the se rv ic e s  
of the  a s se ts  ( u t i l i z a t io n  o f the se rv ices  and encroachments of obso­
lescen ce) in  the course o f  a c t iv i ty  through tim e. This snan o f long- 
liv e d  a s s e ts  fhnds i s  defined  and q u a n tif ie d  by d ep rec ia tio n  accounting 
and was th e  prim ary su b jec t of Chapter I I I .
Subsequent to  consumption o f the se rv ice s  of the a s s e ts  th e  t id e  
of flow of th e  c o s t va lu es i s  tu rned  by and becomes merged w ith in  the  
Inflow  of revenue fu n d s . Assuming th a t  these  two sta tem ents o f flows 
( i . e . ,  sta tem ent o f  c o s t flows and o f revenue flows) have found s a t i s ­
fac to ry  ex p ressio n , th en  the Schematic Diagram of S tudy, page 19, in d i­
ca te s  th e  p resen t p o in t of a n a ly s is  i s  o f  th e  span of funds flows 
Id e n tif ie d  as nC** in  th e  F igu re . Emphasis i s  sh if te d  now to  revenues, 
seek in g , i f  p o s s ib le , a r e id e n t i f ic a t io n  th e re in  of th e  funds id e n t i ­
f ie d  w ith  lo n g -liv e d  agents o f  serv ice*  At th is  p o in t where revenues
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and co s ts  have been matched, employing conventional accounting p ro ­
ced u res , th e  r e s u l t  i s  used as a q u a l i f ic a t io n  o f owners1 eq u ity . This 
would seem to  in d ic a te  th a t  th e  tr a c e r  of funds should follow  th e  "ne t"  
to  th e  re ta in e d  earn ings account*
R etained  ea rn in g s . General d e f in i t io n s  of re ta in e d  earn ings have 
tended to  say th e  same th in g , using g e n e ra lly  th e  same ex p re ss io n s , 
e »R.*
The accumulated n e t earn ings of the  co rp o ra tio n  as reduced by 
n e t lo s s e s , d is t r ib u t io n s  to  the  owners, or t r a n s f e r s  to  p a id -in  
c a p i ta l  are  c a lle d  re ta in e d  ea rn in g s . Barring r e s t r ic t io n s  th a t  
may be imposed by law or try c o n tra c tu a l  agreem ent, th e  re ta in ed  
earn ings e s ta b l is h  th e  amounts th a t  may he withdrawn by the owners 
as cash dividends* • • •
2
Even a cu rso ry  survey of d e f in i t io n s  w i l l  confirm  th e  u n iv e rs a l i ty  of
th is  d e f in i t io n .  In  such a d e f in i t io n  i t  i s  n o t so much what is  sa id
b u t what i s  im plied -  re ta in e d  earn ings are  a v a ila b le  fo r  use and th e
3
common conno ta tion  a tta c h in g  to  "earn ings" i s  "cash ." There g en e ra lly  
Is  no emphasis or e la b o ra tio n  of th e  f a c t  th a t  " re ta in ed  earn ings" ( in
^Carl L* Moore and Robert K. Jaed lck e , M anagerial Accounting 
(D a lla s : South-W estern Pub lish ing  C o m p a r y ,  1963) , p .  6li9.
p"U n iv e rsa lity "  i s  q u a lif ie d  to  extend p rim a rily  to  American 
p ra c t ic e .  As a case in  p o in t ,  the C .I.C .A  in  i t s  Research B u lle tin  
No. 11 "says th a t  c o n trib u tio n s  to  a b u s in e ss  and amounts earned in  
th e  conduct of th e  business a re  th e  only sources of re a l iz e d  surplus* 
C onsequently, whatever su rp lu s  may no t be inc luded  under th e  heading 
co n trib u ted  su rp lu s  must come under th a t  o f re ta in ed  earn ings • • •" 
H. A, Finney and H erbert E. M il le r ,  P r in c ip le s  o f  Accounting, I n t e r ­
m ediate, s ix th  e d i t io n ,  Canadian e d itio n  p rep are?  by Kenneth F . Byrd 
(tengtewood C l i f f s ,  N. J .*  P re n tic e -H a ll , I n c . ,  1966), p . 117.
Cf. "accounting alrea<iy goes a long way towards p ro te c tin g  
th e  UquT3 p o s i t io n . I t s  income concepts u su a lly  re fu se  to  recognlae
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f a c t ,  a l l  " r ig h t  side"  accounts of th e  statem ent of p o s itio n )  rep re sen t 
e q u i t ie s  -  sources of f u n d s . ^
The above observa tions have been made to  f o r e s t a l l  any sugges­
t io n  th a t  in  fo llow ing  th e  flow o f funds id e n t i f ie d  w ith  lo n g -liv e d  
agents o f se rv ic e  such tra c in g  should be continued to  th e  r e s t in g  p lace 
o f th e  re s id u a l a f t e r  matching revenues and th e i r  c o s ts .  R etained 
ea rn in g s are no t funds; re ta in e d  earnings are  souces of funds and th e i r  
emergence very s tro n g ly  suggest th a t  an in c rease  in  t o t a l  fluids (a s s e ts )  
has occurred w ith  th e  inflow  of revenues. This paper i s  concerned w ith  
the p a r t ic u la r  funds id e n t i f ie d  w ith  lo n g -liv ed  a s s e ts  through commit­
ment to  such n a tu re  -  concerned w ith  t h e i r  o r ig in  and th e i r  co n tin u ­
a t io n . The c o n tr ib u tio n  o f lo n g -liv ed  a s s e ts  funds to  in c reases  in
u n rea liz e d  g a in s , and so ensure th a t  cash equal to  recognized  gains i s  
s t i l l  -  o r could have been -  a v a ila b le  a t  balance sh e e t da te  fo r  d iv i­
dends. In f a c t ,  th e  cash may a lread y  have been re - in v e s te d , or i t  may 
be earmarked fo r  fu tu re  re -in v es tm en t; i f  so , i t s  n o n -a v a i la b il i ty  can 
be exp lained  . . . "  V. T. B ax ter, "G eneral o r S p ec ia l Index? -  
C a p ita l maintenance under changing p r ic e s ,"  Journal UEC, Issu e  No. 3 
(D ttsse ldorf,  1 s t  J u ly , 1967), pp. 177-178.
^There i s  a tre n d  toward d is p e ll in g  th is  i n i t i a l  and u su a lly  
la s t in g  m isconception. Finney and M ille r  in s e r t  "owners' eq u ity "  in  
t h e i r  1968 d e f in i t io n :  "The re ta in e d  earn ings of a c o rp o ra tio n  is  the
p o rtio n  o f th e  owners' eq u ity  derived  from income. I t  is  th e  excess 
o f th e  company's aggregate income sin ce  o rg an iza tio n  over a l l  d iv idends 
d is t r ib u te d  to  s to c k h o ld e rs ,"  H. A. Finney and H erbert E. M ille r , 
P r in c ip le s  of F in an c ia l A ccounting, A Conceptual Act?roach (Englewood 
C l i f f s ,  N, 7 7 : F re n tic e -H a ll, I n c . , ^ .9 6 8 ), p . 1*2. B lack, Champion and
Brown, a f t e r  a conven tiona l d e f in i t io n ,  very s tro n g ly  p o in t ou t: "Re­
ta in ed  Income i s  o ften  m istakenly  thought to  be money a v a ila b le  fo r the 
payment of d iv idends. A ctu a lly , R etained Income, l ix e  a l l  o th e r  eq u ity  
accoun ts , m erely shows th e  sources from which business a s s e ts  were de­
r iv e d . . . .  R etained Income i s  only one of the  sources o f n e t a s se ts  
in  g e n e ra l ."  Homer A. Black, John E. Champion, and R. Gene Brown, 
Accounting in  Business D ecisions, Theory, Method, and Uce, second e d i t io n  
(Englewood C T if ts , W .J7 i F re n tic e -H a ll, I n c . ,  *96V), p* 2lU.
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t o t a l  a s s e ts  funds as accounted f o r  through income accounting and r e ­
f le c te d  in  re ta in ed  earn ings i s  no t the o b je c t of th is  study*
Before leav ing  the e q u ity  accounts i t  may serve w ell to  empha­
s iz e  the sources of funds* (1 ) c r e d i to r s ,  (2) owners, (3) a c tio n s  of 
m anagers, and (U) o p e ra tio n s ,^  With re fe ren ce  to  the f i r s t  source 
l i s t e d ,  th e  arguments fo r  tapp ing  such a source a re  w ell known; fo r 
many b u sin esses  i t  has become alm ost as permanent a source o f  funds as 
is  owners1 e q u ity ; th i s  i s  b e n e f ic ia l  to  the firm  i f  the re n ta ls  of 
such fbnds a re  le s s  than  th e  revenues generated by th e i r  employment. 
The d is t in c t io n  between th e  p r in c ip a l of the funds from th is  source as 
compared to  th a t  secured from owners and opera tions is  th a t  i t  i s  
never a p a r t  of th e  corpus of the  f irm , dem onstrable by p ro jec tin g  to  
m atu rity  or c a l l  date w ithout equal c re d i to r  f in an c in g  being obtained 
a t  such tim e. Consider F igure 10, page 56, The con ten ts  a re  d r a s t i ­
c a l ly  s im p lif ie d  to  emphasize th e  p re se n t comments (some of th e  overly  
s im p lif ie d  q u a l if ic a t io n s  being* (1) th e  accounting  i s  in  s t r i c t l y  
m onetized u n i ts ;  (2 ) s t r a ig h t - l in e  d ep rec ia tio n  i s  the  a r b i t r a r i l y  
chosen d e p re c ia tio n  method; and (3) a l l  earn ings a f t e r  d e p re c ia tio n , 
f in a n c ia l  exoenses and taxes a re  w ithdraw n). The previous sta tem en t 
i s  r e i t e r a t e d  in  th e  l ig h t  o f th e  rig h t-h an d  co lum  o f the sta tem en ts 
in  F igure 10 -  funds from c r e d i to r  sources are no t o f them selves a 
p a r t  o f  th e  corpus of th e  firm . Only continued  c r e d i to r  financ ing  
assu re s  th a t  th e  co n d itio n  p i c tu r e  a t  th e  end of y ea r 10 in  th e  r ig h t -
^ f id e  p o s t. F igure 13, p . 65,
&
hand column o f  the F igure w il l  not occur; continued c r e d i to r  financing  
ia  never guaran teed .
F igure 10
STATEMENTS OF POSITION
COMPARATIVE AS TO SOURCES OF FUNDS EMPLOYED - 1 ■ ■ ■ 1 - — — "■ ■
Sources o f funda uaed 
Only Owner and
owners1 eq u ity  c r e d i to ra 1 eq u ity
(as o f beginning of y e a r  1)
Working c a p i ta l  . . . . . . . . .  $ 10,000 $ 10,000
Long-lived a s se ts  . . . . . . . .  10,000 10,000
$ 2 0 ,OOP |  50.0OT
C red ito r..e q u i t y ................................... S 10,000
Owner e q u ity ...........................................  $ 20,000 10.000
I ' gpffop % » S »
(as of beginning o f  y ea r 10)
fo rk in g  c a p i ta l  •  .........................   $ 19,000 $ 19,000
Long-lived a s s e ts  . . . . . $  10,000 9 10,000
Leas accumulated d e o re c ia tio n  9,000 1,000 9,000 1,000
> 20,000 f  20,000
C red ito r  eq u ity   .................... $ 10,000
Owner e q u i ty   $ 20,000 10.000
(as of end of year 10 and a f te r  re tirem en t o f  deb t)
Working c a p i t a l ..................................  $ 20,000 9 10,000
Long-lived a s s e ts  .................  % 10,000 $ 10,000
Less accumulated d ep rec ia tio n  10,000 -0 -  10,000 -0 -
r  26 ,000  f  16'. 066
Owner e q u i ty   $ 20,000 $10^000
A ddition o f one fu r th e r  q u a l i f ic a t io n  to  th o se  underly ing  F igure 
10 can lead  to  very d i f f e r e n t  r e s u l t s  and th a t  i s  making p ro v is io n  fo r  
"buying* th e  c re d i to r  funds over th e  l i f e  of th e  o b l lg a t io n s ( s ) ,  i . e . ,
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only earn ings a f te r  d e p re c ia tio n , f in a n c ia l  expenses, tax es  and funding 
of m aturing l i a b i l i t i e s  are  withdrawn (n e c e s s a r ily , earn ings must be 
s u f f i c ie n t  a t  l e a s t  to  cover th e se  item s). R ecasting  the l a s t  s t a t e ­
ment (under cond ition  where owner and c re d i to r  funds a re  b o th  employed), 
F igure 11 below is  p resen ted  fo r  c o n s id e ra tio n . The course o f ac tio n
F igure 11
STATEMENTS OF POSITION OF A FIRM 
EMPLOYINQ OWNER AND CREDITOR FUNDS
(as of end o f year 10, im m ediately p r io r  to  
re tirem en t of debt)
Working c a p i ta l   ......................• .  .  9 20,000
Debt re tire m e n t fund............................................ 10,000
Long-lived a s s e ts  ...................... $ 10,000
Less accumulated d ep rec ia tio n  10,000 -0 -
 —
C red ito r eq u ity  (m atured)   $ 10,000
Owner eq u ity   .............................................  20,000
(as  of end of y ea r 10 inm ed ia te ly  follow ing 
re tirem en t o f d eb t)
Working c a p i ta l  ...............................................  9 20,000
Long-lived a s s e ts  ...................... $ 10,000
Less accumulated d ep rec ia tio n  10,000 -0 -
   *  M *0 0 0
Owner e q u i ty  9 20,000
re f le c te d  th e re in  r e s u l t s  in  th e  owners having "bought out" c re d i to rs  
through a v o lun ta ry  long-term  in s ta llm e n t p la n . I t  i s  conceded w ith­
out argument th a t  i t  i s  as much the excep tion  to  f in d  a bu sin ess  volun­
t a r i l y  engaged in  such a "forced  saving" p lan  as i t  would be to  f in d  an
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in d iv id u a l.^  Comparing the  two Figurea (F igure 10 and Figure 11) i t  
may be observed th a t  c r e d i to r  funds a re  th e  element which provides the 
business e n t i ty  w ith  a leverage not enjoyed when only owners' eq u ity  
is  employed; continued u se , however, of such funds i s  the r e s u l t  of 
s e v e ra l f a c to r s ,  In te rn a l as w ell as e x te rn a l . The above observations 
and sta tem ents should serve to  emphasize th a t  in  the employment of 
e i th e r  or both  c re d i to r  funds and owner funds the  p r in c lp a l amount of 
funds must be recouped befo re  any increm ent, n e t o f o p era tin g  expenses 
p lus r e n ta ls ,  accrues to  the e n t i ty  employing the  funds.
P rim arily , th is  study is  concerned w ith  the funds proceeding 
from th re e  of th e  four sources enumerated above, i . e . ,  owners' in v e s t­
ment, ac tio n s  of managers and o p e ra tio n s . Even though the preceding 
i l l u s t r a t i o n s  have been advanced on a s t r i c t l y  u n itiz e d  monetary b a s is ,  
the thought th a t  should p re v a il  in  a l l  such co n s id era tio n s i s  t h a t  a l l  
funds c o n s tru c tiv e ly  a re  power to  command; th e  increm ents accruing 
through th e  ex e rc ise  of such power only are  obtained  a f t e r  th e  i n i t i a l  
power is  recouped and, i f  such increm ents do emerge th rough  th e  ex e r­
c i s e ,  they are g en e ra lly  th e  balance re f le c te d  in  " re ta in ed  earnings 
I t  should be noted a lso  (as has been in fe r re d  in  e a r l i e r  s e c t io n s ) ,  
th e se  increm ents a re  r e a l ly  from a tw o-fo ld  source -  those d i r e c t ly  r e ­
s u lt in g  from o p e ra tio n s , and those in d i r e c t ly ,  from ac tio n s  o f managers.
^The p a r a l le l  i s  t o  th e  in d iv id u a l who borrows, p laces  th e  funds 
in  a savings account, uses th e  account as c o l la t e r a l  f o r  a loan and 
the i n t e r e s t  on th e  savings account to  defray  th e  in t e r e s t  on th e  loan  
plus "fo rced" payment of th e  p r in c ip a l  o f  th e  loan "out of pocket."  
O bject: th e  savings balance accumulated th rough  "forced" savings*
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Throughout th i s  C hapter, the terms " a s s e ts ,"  " f in a n c ia l  r e ­
so u rce s ,"  "fu n d s,"  "co st flow s,"  and "d ep rec ia tio n  (w ith a l l  of i t s
m o d ifie rs)"  are  used w ith in  th e  conno tations defined  in  Chapters I I  
7
and I I I ,  The increm ental in flo w s, th e re fo re ,  are  assumed to  b e  of an
economic n a tu re . I f  such co n s id e ra tio n s  a re  no t econom ically defin ed
and s ta te d ,  th e  case which e x is ts  in  a c tu a l p ra c tic e  i s :
When p ric e s  have r is e n  app rec iab ly  s in c e  o r ig in a l  investm ents in  
p la n t and f a c i l i t i e s  were made, a s u b s ta n t ia l  p rop o rtio n  of n e t 
income as c u rre n tly  rep o rted  must be re in v ested  in  th e  bu sin ess  
in  o rder to  m ain ta in  a s s e ts  a t  th e  same le v e l of p ro d u c tiv ity  a t  
the end o f a y ea r as a t  th e  beginning,®
This would n e c e ss ia te  fu r th e r  exam ination and q u a l i f ic a t io n  in  th i s
paper of what i s  in tended to  be im plied by th e  balance re fe r re d  to  as
" re ta in e d  ea rn in g s ,"
Funds In flow , "Funds" a lre ad y  have been defined i n  various ways -  
from one extreme which is  the narrow, s p e c if ic  concept of cash  to  the  
o th e r  extreme which is  broad  and g en e ra l, th a t  funds are  a l l  " f in a n c ia l 
re so u rce s ,"  Somewhere in  between flow th e  funds which are id e n t i f ie d  
w ith  lo n g -liv ed  a s s e ts ,^  funds which because of t h e i r  s t a te  o f f lu x
7
C f. a n te , "Summaries," pages 3U-35 and 53-51i.
®Paul Grady, Inventory  o f G enerally  Accepted Accounting P rin ­
c ip le s  of Business E n te rp r is e s , Accounting Research stu d y  NoT^7 ^Wew 
Yorki Emertcan f n s t i t u t e  o f  C e r t i f ie d  K io llc  A ccountants, 1965’) ,  p , 365.
Q
Cf. "Funds, th e re fo re , r e fe r s  to  economic va lu es expressed  in 
d o l la r  measurements which a re  su b je c t to  th e  f i rm 's  J u r is d ic t io n .  The 
re s e rv o ir  of th e se  v a lu es I s  described  in  th e  l i s t  o f a s s e ts  to  which 
th e  funds have been c o w i t te d ,"  R ichard L» Sfcalth, Management through 
Accounting (Englewood C l i f f s ,  J ,  J . : P re n tic e -H a ll , I n c . ,  iy b 5 ),
p . 168.
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change in  t h e i r  degree o f  l iq u id i t y  a t va r io u s D oints in  th e ir  c y c le .
For purposes of th i s  paper having d e a lt  w ith  and dispensed w ith  th e  
Increm ents r e f le c te d  in  re ta in e d  ea rn in g s , th e  p resen t fo c a l p o in t in  
t ra c in g  lo n g -liv e d  a s se ts  funds s h i f t s  to  th e  inflow of fu n d s ^  and 
to  a "sta tem en t of revenues and recouped c o s t s .” I t  is  to  be emphasized 
imm ediately (s in ce  so maiv become overly  concerned w ith  the net r e ­
f le c te d  th e re in )  the inflow  of funds is  th e  gross not the n e t revenue 
f ig u re  -  i t  i s  t h a t  fo r  which th e  costs  were expended.
. . .  the recovery  or compensatory a sp e c t of revenue . . .  i s  
im portant to  th e  concept [o f  revenue j ,  fo r  th e  revenue f ig u re  is  
expected to  r e f l e c t  custom er acceptance of e n te rp r is e  ou tput by 
showing the (minimum) value  placed on th a t  ou tp u t by those who are 
expected to  pay fo r  i t .  . . .  i t  should a lso  be noted th a t  revenue 
i s  more than mere compensation fo r the goods or se rv ic e s  d e liv e re d ; 
i t  presumably covers those se rv ices  o ffe re d , whether or n o t they 
were a c tu a lly  rece iv ed . . , .12
R efe rrin g  to  F igure 12, page 6lj, which i s  a s ty l iz e d ,  s in g le -  
s te o  income s ta tem en t, revenues to  d a te  a re  f i r s t  th e  recouping of the 
co s ts  (expenses) enum erated; revenues are  no t impeded, hindered in  th e i r
flow fcy o th e r  c o s t flows inc lud ing  con tinu ing  in te rm ed ia te  c o s t flows
which have been s e t  in  t h e i r  course by d ec is io n s  of management ( th e i r  
f in a l  exoending committed to  th e  procuring  of fu tu re  revenues). At 
th i s  p o in t th e re  are  two types of funds flows being d e a lt  w ith  - funds 
outflow s (c o s ts )  and funds inflow s (rev en u es). An understanding  o f
10Cf. a n te , pp. 9-11.
1*Vide an te  p o in t ”C” in  th e  Schematic Diagram of S tudy, p . 19.
^ W illiam  J .  Vat t e r ,  "Another Look a t  th e  1957 S ta te m e n t,”
The Accounting Heview, Vol. XIXVII, No. b (O ctober, 1962), p . 662.
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these  types of funds flows r e f le c te d  in  F igure 12 below is  necessary
F igure 12
STATEMENT OF REVENUES AND RECOUPED COSTS 
For "oeriod" ended
Revenues (in c lu d in g  f in a n c ia l revenues) . . « m x x
Less :
Cost o f s a l e s ..........................
O perating expenses. . . . .
D ep rec ia tio n , . . .................
F in a n c ia l expenses.................
Taxes .......................................... xxxx
Net (economic) income................. $ m
a t  th i s  p o in t in  o rd er to  avoid confusion . A redraw ing of th e  Schematic 
Diagram o f Study i s  designed w ith  th is  purpose in  mind (see  Figure 13, 
page 6 £ ), the lay o u t of which emphasises th ese  two prim ary types of 
funds f lo w e ^  as w e ll as the  primary sources of funds, as d iscussed
13.^ W ith in  each type  of funds flow th e re  are  in te rm ed ia te  move­
m ents, e . g . ,  w ith in  funds outflow s th e re  a re  such in te rm ed ia te  ( in t e r ­
ru p ted ) flow s, which suspend movement f o r  a tim e , as th e  acqu iring  of 
in v e n to r ie s , the prepaying of expense ITeras, as w ell as th e  a c q u is itio n  
o f lo n g -liv e d  a s s e ts ,  e t c . ,  bu t which are n ev e rth e le ss  ou tflow ing . 
W ithin funds inflow s th e re  a re  a lso  In te r ru p tio n s  in  th e  flows toward 
l iq u id i ty ,  the most s t r ik in g  example being th e  detour through re c e iv ­
a b le s . When any in te r ru p te d  flow  i s  r e a c t iv a te d ,  then  i t s  id e n t i ty  
and tra c in g  co n tin u e , such id e n t i ty  has n o t been lo s t  because i t  was 
in te rru p te d  fo r a tim e . R e fe rrin g  to  F igure 12, i f  the sta tem en t i s  
fo r  a m anufacturing concern , d ep re c ia tio n  i s  not only p resen t and d is ­
t i n c t l y  repo rted  as a value c o s t  charged a g a in s t revenue b u t i t  i s  
p re se n t a lso  in  th e  c o s t  o f s a le s  f ig u re ,  p robab ly , th e  major p o r tio n . 
With re fe ren ce  to  the l a t t e r  (excep t under d ire c t  co s tin g )  the elem ent 
o f d e p re c ia tio n  contained th e re in  must be used to  a d ju s t th e  d e p re c i­
a t io n  accounted fo r  under o p e ra tin g  co s ts  i f  t o t a l  d ep re c ia tio n  charged
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e a r l i e r .  "C ao ita l in  t r a n s i t io n  becomes a flow of f u n d s a n d  u n t i l  
such flow i s  tu rned  by demand in to  an inflow  (a revenue flow) i t  i s  an 
outflow  (a c o s t flow ).
Funds inflow s i s  the p resen t soan of funds flows under co n s id e r­
a tio n  a t th i s  o o in t. The e a r l i e r  Figure of a s ty l iz e d  income statem ent 
(Figure 12) lends i t s e l f  to  the expanded p re se n ta tio n  of Figure lb ,  
page 67, in  tra c in g  funds flow s. Looking a t  th e  funds id e n t i f ic a t io n  
made in Figure lb ,  f in a n c ia l  r e n ta ls  are id e n t i f ie d  as "funds earned 
fo r c re d ito rs "  in  o rd er to  emphasize th a t  whereas they a re  a p a r t  of 
t o t a l  funds inflow s th e i r  residence  w ith in  th e  e n t i ty  is  tem porary, 
i . e . ,  they are  revenues earned fo r  and d is t r ib u ta b le  to  th e  l i a b i l i t y  
eq u ity . They are committed in  th a t  p r io r  ac tio n s  a t  p r io r  tim es com­
m itted  them as earn ings fo r  the c r e d i to r  eq u ity ; fo r  example, in te r e s t  
on notes and bonds payable -  commitment to  earn ing  such revenues was 
made when th e  instrum ents of borrow ing were en tered  in to .  "Funds
in  the sta tem en t i s  to  be ev iden t in  studying  the recouping o f depre­
c ia tio n  funds. The in v en to ry  which remains unso ld , i s  e lim in a ted  in  
computing c o s t of s a le s  and i s  rep o rted  as an a s s e t  (a  suspended funds 
outflow -  a p a r t of which is  d e p rec ia tio n )  in  th e  sta tem en t o f p o s itio n  
(an a s s e t  i s  an agent fo r  p rovid ing  fu tu re  b e n e f i ts  and th e  d ep rec ia tio n  
th e re in  i s  an elem ent of funds id e n t i f ie d  w ith  lo n g -liv ed  ag en ts , s t i l l  
possessing  the c a p a b il i ty  of producing fu tu re  b e n e f i ts ) .  When in  a sub­
sequent period  th e  inven to ry  co s ts  complete th e i r  outflow movement and 
are recouped, r e - e n te r  th e  firm  in  the revenue stream , a p a r t  of such 
inflow  conven tiona lly  defined  by c o s t of s a le s  i s  an elem ent o f depre­
c ia t io n  ra th e r  than being  re o re se n ta tiv e  e n t i r e ly  of working c a p i ta l  
recouped. For th e  non-m anufacturing f irm , d ep rec ia tio n  i s  defined  
e n t i r e ly  under o p era tin g  expense; fo r  the  m anufacturing firm  i t  i s  an 
added ra m if ic a tio n  of th e  problem of lagg ing  c o s ts .
^ S ra ith , o£, c l t . ,  p . 170,
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earned f o r  government" (commonly re fe r re d  to  as tax es) a re  a p o rtio n  
o t t o t a l  inflow s earned fo r and d is t r ib u ta b le  to  another e q u ity , having
F igure XU
CONVENTIONAL FORMAT VS. FUNDS IDENTIFICATION FORMAT 
EMPLOYED IN PRESENTING 
A STATEMENT OF REVENUES AND RECOUPED COSTS
Condensed Conventional Funds Id e n t i f ic a t io n
________ Format________  _______ Format_______
Revenues (in c lu d in g  T o ta l " a c t iv i ty "  funds
f in a n c ia l r e v e n u e s ) ................  in flo w s...........................
Types of " a c t iv i ty "  funds 
Less* inflows*
Working c a o i ta l  funds -
Cost of s a l e s ..............................  Cost of s a le s ® ...................... i
Other n e c e ssa r ily  in cu rred
Operating expenses   co s ts  . ...............................
D ep rec ia tion    Recouped d ep rec ia tio n  fundsb
F in an c ia l exoenses   Funds earned fo r c re d ito rs
Taxes. ..............................  . . .  Funds earned f o r  government
Increm ental " a c t iv i ty "








T o ta l " a c t iv i ty "  funds inflow s |  xxxaa
a For th e  m anufacturing concern th is  is  q u a lif ie d  by the observations 
noted in  fo o tn o te  13, pages 61* and 66.
bAs defined  and i l l u s t r a t e d  in  F igures 5 and 6 , pages 31 and 1*1, 
re sp e c tiv e ly .
been defined  in  f a c t  in  advance and in  amount con tingen t upon the  
earn ing o f taxab le Income, i . e . ,  advance commitment to  earning a  p a rt  
o f n e t revenues fo r  bodies having the power t o  levy ta x e s  is  a Dart of 
the  " p r iv ile g e"  of engaging in  bu sin ess .* -’ The residence of th ese
l^C f. Sidney Davidson, "A ccelerated  D eprecia tion  and the
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in flo w s, to o , is  temporary w ith in  the f irm . Some o f th e  d is c re tio n a ry  
aspects th a t  a re  o resen t as reg ard s  the amount o f taxes w i l l  be con­
s id e red  in  subsequent s e c t i o n s W i t h  reference  to  funds denoted as 
"working c a p i ta l  funds" in  F igure lit ( fo r  th e  m anufacturing concern as 
q u a lif ie d  by foo tnote 13) i t  s u f f ic e s  to  observe in  passing  th a t  work­
ing c a p i ta l  funds have been recouped to  fu n c tio n  another day, another 
time as such.
Raootpsd d e p re d a tio n  ftm da. F u rth er e la b o ra tio n  may prove w orthwhile 
w ith re fe re n ce  to  recouped d eo rec ia tio n  funds and economic fhnds in flow s. 
That d ep rec ia tio n  funds must be recouped as w e ll as a l l  o th e r  co s ts  o u t­
flows expended fo r revenues befo re  any economic increm ent in  a s se ts  
accrues to  the e n t i ty  i s  accepted g en e ra lly  w ithout d eb a te . Finney and 
M ille r say , "The economic c a p i ta l  of a b u sin ess  -  i t s  c a p i t a l ,  no t in
d o l la r s ,  bu t in  th in g s  -  must be m aintained b e fo re  th e re  is  any eco- 
17nomic income"$ by im p lica tio n , th e re fo re , in  t o t a l  income a p o rtio n
must be  a re -e n try  of d e p re c ia tio n  funds (commonly c a lle d  c a p i ta l  fu n d s).
Dicksee very e a r ly  noted*
The p a r t ic u la r  is su e  th a t  has to  be faced in  the  case of every 
business concern is  th a t  , .  » p ro v is io n  must . . .  be made fo r  the 
maintenance of i t s  f ix e d  a s s e ts ,  i f  i t  be d e s ire d  th a t  the business
A llo c a tio n  of Income Taxes," The Accounting Review, Vol. XXXIII, No. 2 
(A p r il ,  1958), p a r t ic u la r ly  "income d is t r ib u t io n "  page 17U and page 177j 
and Colin Park and John V. Gladson, Working C a p ita l (New York* The 
Macmillan Company, 1963), p . 2.
*^7ide p o s t, Chapter V and "Tax E f fe c ts ,"  pp. 118-119.
17Finney and M ille r , 0£ . c i t . ,  p . 357.
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s h a l l  r e t a i n  i t s  p e r m a n e n t  c h a r a c t e r ;  a n d  i f  t h i s  e n d  i s  t o  b e  
a s s u r e d ,  i t  i s  f u r t h e r  n e c e s s a r y  t h a t  t h e  f a i r  a n d  r e a s o n a b l e  
c h a r g e s  i n  r e s p e c t  o f  s u c h  p r o v i s i o n  s h o u l d  b e  d e b i t e d  a g a i n s t  
e a c h  y e a r ' s  p r o f i t s ,  .  • ,  By n o  o t h e r  m e a n s  i s  i t  p o s s i b l e  t o  
i n s u r e  r e a s o n a b l y  s t a b l e  i n c o m e ,  r e v e n u e  o r  p r o f i t ,  t h a t  may 
p r o p e r l y  b e  d i v i d e d ,  o r  o t h e r w i s e  t a k e n  o u t  o f  t h e  b u s i n e s s ,  w i t h ­
o u t  d e t r i m e n t  t o  i t s  c o n t i n u e d  p e rm a n e n c e * ^ ®
By i m p l i c a t i o n ,  a  D a r t  o f  t o t a l  r e v e n u e  i n f l o w s  a r e  r e c o u p e d  d e p r e c i ­
a t i o n  f u n d s  an d  u n l e s s  a c c o u n t e d  f o r  a n d  d i r e c t e d  w i l l  b e  a l l o w e d  t o  
e n t e r  i n t o  a  s i n g u l a r l y  common i d e n t i t y ,  a s s e t s *  C a n n in g  a l s o  m akes 
r e f e r e n c e  t o  t h e s e  f u n d s  f l o w s :
R i g h t s  t o ,  o r  i n ,  t h i n g s  a n d  p e r s o n s  a r e ,  i n  e c o n o m ic  e s s e n c e ,  
r i g h t s  t o  b e n e f i t  b y  t h e i r  s e r v i c e s .  T h e s e  r i g h t s  a r e  d i v i s i b l e  
a n d  t r a n s f e r a b l e  i n  i n n u m e r a b l e  w a y s .  I t  i s  t h r o u g h  t h e  p r o c e s s e s  
o f  d i v i d i n g ,  t r a n s f e r r i n g ,  a n d  r e c o m b i n i n g  o f  r i g h t s  t h a t  we c h i e f l y  
r e g u l a t e  t h e  f l o w  o r  s u c c e s s i o n  o f  t h o s e  s c a r c e ,  a e s i r a b l e  e v e n t s  
c a l l e d  ln c o m e T ^
I n  t h e  p r e s e n t a t i o n  o f  t h e  s t a t e m e n t  o f  r e v e n u e s  a n d  r e c o u p e d  c o s t s  
( m o s t  f r e q u e n t l y  c a l l e d  a n  in c o m e  s t a t e m e n t )  a  r e p o r t  a s  t o  t h e  in co m e  
o c c a s i o n e d  b y  t h e  e v e n t s  u t i l i z i n g  " s t o c k s  o f  s e r v i c e s "  i s  m a d e .
C a n n i n g  p o i n t s  o u t  t h a t  t h e  a c c o u n t a n t ' s  g e n e r a l  p e r s p e c t i v e  o f  t h i s  
f l o w  i s  f r o m  b e l o w ,  n e a r  t h e  m o u th  o f  t h e  s t r e a m ,  l o o k i n g  b a c k  u p  
a g a i n s t  t h e  c u r r e n t ,  a n d  a s  a  r e s u l t  " w h e re  i t  u l t i m a t e l y  cam e f ro m  i s  
a  l e s s e r  c o n c e r n  t h a n  how m uch  o f  i t  a p p e a r s  r e c e n t l y  t o  h a v e  p a s s e d  a n d  
how m uch o f  i t  a p p e a r s  t o  b e  c o m in g  a n d  w h en  i t  i s  l i k e l y  t o  a r r i v e . " ^
18Lawrence R. D icksee, D eprec ia tion , Reserves and Reserve Funds, 
s ix th  e d it io n  e d ite d  by S tan ley  w. Rowland (London: 3ee & Co* t t d . ,
193U), pp. 2-3.
19John B. Canning, The Economics of Accountancy (New fo rk : The
Ronald Press Company, 1929), p* lUb, emphasis added.
20I b i d . f pp. 161-162.
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T h i s  f l o w  b e t w e e n  l o n g - l i v e d  a s s e t s  f u n d s  a n d  f u n d s  a o p r o x i m s t i n g  a
PIm o re  l i q u i d  s t a t e  g e n e r a l l y  i s  r e c o g n i z e d ;  a c c o u n t a n t s  n e e d  t o  c o n ­
t i n u e  t h e i r  n u r s u i t  o f  t n e  t r a c i n g  o f  t h e s e  e c o n o m ic  v a l u e s  f ro m  o n e  
a s s e t  t o  a n o t h e r  a n d  t o  e m o h a s i z e  t h i s  f l u x  f o r  m a n a g e m e n t .  P a r t i c u ­
l a r l y  a c c o u n t a n t s  n e e d  t o  e m o h a s i z e  f o r  m a n a g e m e n t  t h e  s p a n  o f  f l o w
. to  the continuous re fe ren ce s  to  th e  flux  in  funds over a 
r e la t iv e ly  long Deriod of accounting l i t e r a t u r e .  For examolet 
" . • . i f  a d ec lin e  in  the value of one a s s e t  has no t re su lte d  in  a 
n e t lo s s ,  th e re  must . . .  be an eq u iv a le n t in c rease  in  the value of 
ano ther a s s e t . The presence of an Allowance fo r  feo recT ation  account, 
s i g n i f i e d th e n ,  the  s u b s t i tu t io n  of some new, presumably some f lo a tin g  
a s s e t  in  p lace o f p a r t  of1 th e  value o f  one o f the fixed  a s s e ts ."  Henry 
Rand H a tf ie ld , Xccounting, f t a  P rin c ip le s  an3 Problems (New York: D.
Appleton-Century bonpany, 1927), p. llth , emohasis added; among " the 
p r in c ip a l  sources of working c a p i ta l  a r e : . . • (c) conversion  o f fixed  
a s s e ts  TKrough depreci a t i o n , . . . in  periods of dep ression  . . . i f  
work-* ng c a r i ta i~ I s  To be m aintained i t  must be done b£ the conversion 
of f ix e d  a s s e ts  through d ep rec ia tio n  or th e  s a le  of s e c u r i t ie s  he ld  as 
Inv estm en ts. n fearl A .S a i l e r s ,  b e p re c ia tio n , P rin c ip le s  and Appl i ­
c a tio n s  , th i r d  e d i t io n  (New York: The Ronald P ress Company, 1939),
p , it)1?, emphasis added; "From th e  s ta n d p o in t of a s s e t  funds . . .  th e  
e f f e c t  of the ac c ru a l p o licy  (where revenues a re  s u f f i c ie n t  to  cover 
a l l  ch a rg es) i s  to  acknowledge th e  s h i f t  o f funds from f ix e d  a s se ts  to  
c u r re n t a s s e ts ,  and to  r a is e  the  question  o f th e  u t i l i z a t i o n  o f  such 
converted  funds."  W illiam A. Paton ( e d . ) ,  Accountants * Handbook, th i rd  
e d i t io n  (New York: The Ronald Press Company, 19U8), p . 7khf emphasis
added; when " 'f u n d s ' i s  d efin ed  as working c a p i t a l ,  I t  can be m aintained 
th a t  d ep re c ia tio n  re p re se n ts  a t r a n s f e r  from 1 fixed  c a p i t a l1 to  working 
c a p i ta l  . . Footnote 8 , page 60, and iKe "oo rtion  of th e  cash flow 
a s so c ia te d  w ith  the accounting fo r  d e p rec ia tio n  . . .  i s  m erely a p a r t  
of th e  cyc le  o f  ( l )  investm ent in  an a s s e t ,  (2 ) recovery o f th e  c o s t  
from revenue-earn ing  o pera tions (d is ln v e tm en t), and (3 ) re in v estm en t."  
page 39, Perry Mason, "Cash Flow" A nalysis and th s  Funds S tatem ent, 
Accounting Research Stufly Ho. 2 INew York: American I n s t i t u t e  of 
b e r t i f l e d  Public A ccountants, T96I ) ;  " ,  . • s t r u c tu r a l  changes in  o th e r 
w o rk in g -cap ita l item s may ten d  to  absorb changes in  long-term  item s 
w ith  n e i th e r  being adequately” re p o r te d . 11 H ec to r ITT Anton, Accounting 
f o r  th e  Flow o f  Funds (New York: Houghton M iff lin  Company, 1965), p.
32, emphasis aJded; and " s h i f t s ,  o v e r - a l l  funds,"  Park and Gladaon, 
o£. c i t . , pp. 1 2h ff. These examples could be continued in d e f in i te ly ,  
b u t these  w il l  s u f f ic e  f o r  sake o f em phasis.
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wherein these  committed funds once again have a t ta in e d  r e l a t iv e  l iq u id ­
i t y  and are a v a ila b le  c u r re n tly  fo r  a v a r ie ty  o f uses in c lu d in g  re in ­
vestm ent or re-commitment to th e  n a tu re  o f lo n g -liv ed  a s se ts  funds* In 
tra c in g  funds flow s, the opposite d ire c t io n  ( i . e . ,  opposite  from the  
one noted bv Canning) i s  faced and the no tin g  of th e  lo n g -liv ?d  a s se ts  
values which have re -e n te re d  the flow of funds, now th e  revenue flow , 
is  the  p e r tin e n t o b se rv a tio n , p a r t ic u la r ly  i f  a o a r t  of th e  fu n c tio n  
of accounting i s  o f a se rv ice  n a tu re , providing f in a n c ia l  inform ation 
to  management.
To th is  n o ln t t r a d i t io n a l  funds analyses (o rim a rily  engaged in  
w ith in  th e  framework of the sta tem en t o f sources and a p p lic a tio n s  of 
funds) have been avoided, one o f the in te n tio n s  of such avoidance being 
: o emphasize th a t  a l l  c o s ts ,  each o f which is  possessed of a s p e c if ic  
n a tu re , must be recouped. For p rese n t purposes, t r a d i t io n a l  funds 
ana lyses a re  d ism issed on the  grounds th a t :  (1) by adding back depre­
c ia t io n  ch arg es, w ith no subsequent follow  through, th e  im p lica tio n  of 
the  commonness of th e  funds inflow s causes th e  amphasis th a t  " in  th e  
inflow s recouped d e p re c ia tio n  funds a re  p resen t"  to  be l o s t ,  and 
(2) by im p lic a tio n , d e p re c ia tio n  has no a f f e c t  whatsoever on funds 
flow s. Although Homgren is  r e fe r r in g  to  t r a d i t io n a l  fund-flow  ap­
proaches, he em phatically  n o te s :
A p a r t  o f funds provided by operations Q - .e ,,  revenues a f te r  
c u rren t expenses a re  met} i s  considered to  be the recovery  of p a s t
oo
C f. James H. McLean, "D epreciation  -  I t s  R e la tio n sh ip  to  
Funds," F in an c ia l A nalysts Jo u rn a l, Vol. XIX (May-June, 1963), pp. 
73-78.
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ou tlays fo r  fix ed  a s s e t s .  This recovery  (d e p re c ia tio n )  i s ,  or 
should be, devoted to  paying o ff  th e  long-term  d eb t which arose 
From p r io r  ex o en d itu res , or e lse  app lied  to  m ain ta in ing  or en­
hancing p h y sic a l c a p a c ity . Thus d ep re c ia tio n  i s  considered™ ^ be 
something sp e c ia l wnich is  re la te d  to  ou tlays f o r  fixed  a s s e ts .  ^
Homgren fu r th e r  no tes th a t the  f in a l  or r e s id u a l  d if fe re n c e  may be
employed in  a v a r ie ty  o f manners, but the inflow s of funds in  p a r t  are
recouped d e p rec ia tio n  funds. F u rth er emphasis in  th is  d ire c tio n  is
Management must dea l w ith  a s s e ts ,  not w ith  n e t income, an 
a b s tra c tio n . Net Income r e f l e c t s  increm ents in  n e t a s s e ts .  A 
r e a l i s t i c  in te rp r e ta t io n  of Income r e la te s  i t  to  d iv id en d s , r e ­
placem ent of* fix ed  a s s e ts ,  re tirem en t o f  long-Term d e b t, and 
p lans for  H T v ers l/ic a tio n  and expansion.?*4
The n e t f ig u re  (th e  ’’increm en ta l 'a c t i v i t y '  funds inflow " of Figure
lit, oage 67), which so fre q u e n tly  re ce iv es  undue em phasis, may be
a v a ila b le  fo r  replacem ent of fixed  a s s e ts  b u t d ep rec ia tio n  funds have
been recouped in  tho gross inflow . I f  economic accounting of such
flows i s  made, then management w i l l  be cognizant th a t  so much of the
se rv ice  values of the lo n g -liv ed  agents have been used and recouped,
2%This may serve fu r th e r  to  emphasize the maintenance o f c a p i ta l  ra th e r
23Charles T. Horngren, Accounting fo r  Management Contro11 An 
In tro d u c tio n  (Englewood C l i f f s ,  N. h , : P re n tic e -H a ll, I n c . ,  l£6f>),
p . 1&), emphasis added.
^ Ib id . , pp. 120-121, emphasis added.
^Cf, "D epreciation  • • . u su a lly  an im portan t elem ent in  the  
measurement of income from ord inary  o p e ra tio n s . Income from o rd inary  
o p era tio n s should rep re sen t an amount, in  c u rre n t d o l la r s ,  which . . .  
i s  a v a ila b le  fo r  d is t r ib u t io n  o u ts id e  th e  firm  w ithou t c o n tra c tio n  of 
the le v e l o f i t s  o pera ting  ca p ac ity  . . .  in  order to  continue opera­
tio n s  w ithou t c o n tra c tin g  th e  le v e l o f  opera ting  c a p a c ity , exhausted 
se rv ic e s  must be re s to re d  , * •" Conmittee on Concepts and Standards -  
Long-Lived A sse ts , American Accounting A sso c ia tio n , "Accounting fo r  
Land, B u ild in g s , and Equipment, Supplementary Statem ent No. 1” (su p p le ­
mentary to  "Accounting and Reporting Standards fo r  Corporate F in a n c ia l
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t h a n  a l l o w i n g  c a p i t a l  f u n d s  t o  f lo w  i n t o  t h e  common a s s e t s  f u n d s  w i t h ­
o u t  d u e  r e c o g n i t i o n  o f  t h e i r  n a t u r e ,  t h e i r  p r e s e n c e ,  a n d ,  a s  a  c o n s e ­
q u e n c e ,  t h e i r  l o s s  o f  i d e n t i t y  ( a s  T e r b o r g h  e x p r e s s e s  i t ,  t h e i r  " w a s t a g e
a r e  e n u m e r a t e d  h e r e  s i n c e  t h e y  a r e  v a l i d  s u p p o r t  o f  t h e  " f u n d s  a p p r o a c h "  
t o  r e d e f i m ' n g  t o t a l  f u n d s  i n f l o w s  ( g r o s s  r e v e n u e s ) ,  a s  p r e s e n t e d  i n  
F i g u r e  H i .  As w e l l  a s  a  b r i e f  s u m m a t io n  o f  M a s o n 's  c o n c l u s i o n s ,  d raw n  
w i t h  r e s p e c t  t o  t h e  " f i n a n c i a l  a s p e c t s  o f  d e o r e c i a t i o n  a c c o u n t i n g , "  
c e r t a i n  v i e w s  o f  G ra h a m ,  a s  w e l l  a s  M cL ean , a r e  i n c o r p o r a t e d  a t  s e v e r a l  
p o i n t s ,  a l o n g  w i t h  a  f u r t h e r  e l a b o r a t i o n  o f  t h e  e m p h a s i s  o f  t h e  n a t u r e  
o f  f u n d s  i n t e n d e d  b y  t h e  " f u n d s  i d e n t i f i c a t i o n  f o r m a t * "
1 .  M ere  r e c o r d  k e e p i n g  d o e s  n o t  a f f e c t  a n  i n f l o w  o f  f u n d s ,  " t h e  
I n c r e a s e  o f  d e p r e c i a t i o n  ^ c h a r g e s ^  w i l l  n o t  i n c r e a s e  t h e  g r o s s  in c o m e
A O
a n d  t h e  o m i s s i o n  o f  a n  e n t r y  f o r  d e p r e c i a t i o n  w i l l  n o t  d e c r e a s e  i t . " *  
P r i o r  t o  t h i s  s t a t e m e n t  M ason h a s  n o t e d  t h e  e f f e c t  o f  d e p r e c i a t i o n  i n
Statem ents: 1957 R ev is io n " ), The Accounting Review, Vol. XXXIX, No. 3
(J u ly , 196U), pp. 693-69U.
Machine
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Perry Mason, "The F in an c ia l Aspects of D epreciation  Accounting," 
The Accounting Review, Vol. X (Septem ber, 1935), pp. 238-2U6, and "Depre­
c ia t io n  and tne F inancing o f Replacem ents," The Accounting Review, Vol.
X (December, 1935), pp. 3l8-32lu  (The p o in ts  enumerated in  th i s  paper 
are from the e a r l i e r  a r t i c l e  b u t s in ce  th e  l a t t e r  was a consequence of 
the  September a r t i c l e ,  a t te n t io n  is  c a lle d  to  both a r t i c l e s . )
on, "The F in a n c ia l Aspects of D epreciation  A ccounting," 
i b id . ,  p . 2h5.
o r  c o n s u m p t i o n " ^ ) .
I n  M a s o n 's  c o m p a n io n  a r t i c l e s , ^  t h e r e  a r e  s e v e r a l  p o i n t s  w h ic h
s o  f a r  a s  i t  may h a v e  h e l p e d  i n  t h e  d e t e r m i n a t i o n  o f  t h e  s e l l i n g  p r i c e
o f  a  p r o d u c t .  M cLean n o t e s  " t h e  m e re  a c t  o f  r e c o r d i n g  d e p r e c i a t i o n  o r o -
d u c e s  no  c a s h .  H o w e v e r ,  i f  d e p r e c i a t i o n  p o l i c i e s  a f f e c t  a n  i n c r e a s e  i n
f u n d s  p r o v i d e d  b y  r e v e n u e - p r o d u c i n g  a c t i v i t i e s ,  t h e n  d e p r e c i a t i o n  i s
t h e  f a c t o r  p r i m a r i l y  r e s p o n s i b l e  f o r  t h e r e  i n c r e m e n t a l  f u n d s  and t h e
29s a l e s  a c t i v i t y  i s  o n l y  t h e  m e c h a n is m  b y  w h ic h  t h e y  a r e  c o l l e c t e d . ' *
The sam e g e n e r a l  p r i n c i p l e ,  e x t e n d e d  f u r t h e r  t o  i n c l u d e  m a n ag em e n t 
a c t i v i t y ,  i s  e x p r e s s e d  b y  I r a h a n :  " T h e r e  w i l l  b e  no c h a n g e  w h a t s o e v e r
i n  t h e  a m o u n t  o r  , .  , a v a i l a b l e  f u n d s  u n l e s s  t h e  c h a n g e  i n  d e p r e c i a t i o n  
o o l i c y  i s  r e f l e c t e d  i n  a  m a n a g e m e n t  d e c i s i o n  t h a t  a f f e c t s  a n  in co m e  i t e m  
a n  e x p e n s e  i t e m  ( o t h e r  t h a n  d e p r e c i a t i o n  e x p e n s e )  o r  t h e  a m o u n t  o f  
d i v i d e n d s  p a i d ,  b u t  o f  c o u r s e  d e p r e c i a t i o n  p o l i c y  d o e s  i n f l u e n c e  m an­
a g e m e n t  d e c i s i o n s .  T h i s  i s  o n e  o f  t h e  p r i m a r y  r e a s o n s  f o r  a  s o u n d  d e p r e  
c i a t i o n  p o l i c y , T h e  i n s i s t e n c e  on t h e  d e p r e c i a t i o n  c h a r g e  i n  t h e  
" f u n d s  i d e n t i f i c a t i o n  f o r m a t "  i s  a  m u s t  a s  a  f o l l o w - t h r o u g h  t o  s u c h  a  
p r i m a r y  r e a s o n  '" o r  a  s o u n d  d e p r e c i a t i o n  p o l i c y .  S u c h  i n s i s t e n c e  i n  n o  
way i m n l i e s  a n y  a f f e c t  o n  t h e  m a g n i t u d e  o f  g r o s s  f u n d s  i n f l o w s  b u t  
r a t h e r  s e e k s  t o  d e f i n e  b y  n a t u r e  a  r e s p e c t i v e  p o r t i o n  o f  s u c h  g r o s s  
f u n d s  i n f l o w s  a s  r e c o u p e d  d e p r e c i a t i o n  f u n d s  ( r e c o u p e d  l o n g - l i v e d  a s s e t s  
f u n d s ,  c a p i t a l  f u n d s ) ,  a n  a m p l i c a t i o n  o f  a  la w  o f  n a t u r e  t h a t  l i k e  k i n d s  
b e g e t  l i k e  k i n d s .  T h e  e m p h a s i s  i s  n o t  o n l y  t h a t  t h e  f u n d s  a r e  a v a i l a b l e
^ M e l e a n , o p ,  c l t . ,  p .  7k
3°W illard  J ,  Graham, "D epreciation  and C ap ita l Replacement in  
an In f la t io n a ry  Econony," The Accounting Review, Vol. XXXIX, No. 3 
( J u ly , 1959), p . 370, emphasis acHed.
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have been recouped fo r  subsequent re-employment b u t th e  n a tu re  by 
"u ltim a te  source" of th e  funds a v a ila b le .
2. "The deduction  of d e p rec ia tio n  from gross income does not
involve an expenditu re  of funds, so the funds received  in  connection
w ith s a le s  and o th e r incone w il l  to  th is  e x te n t be re ta in e d  in  the 
32b u s in e ss ."  Graham notes " i f  th e  s e l l in g  p r ic e  of the product or s e r ­
v ice  i s  a t  le a s t  s u f f i c ie n t  to  cover a l l  c o s t s ,  includ ing  a proper 
charge fo r d ep re c ia tio n  -  th e  co s t of the capitalconsum ed -  the a c tu a l  
sa le  of the product . . .  does recover a l l  co s ts  . . . inc lud ing  the  
co s ts  of th e  c a p i ta l  consumed, 11 33 The prim aiy in te n t  of th e  "ftuids 
id e n t i f ic a t io n  form at" i s  to  emphasize th is  re te n tio n  and to  c a l l  
management’s a t te n t io n  s p e c i f ic a l ly  to  th is  recovery of c a o i ta l  funds 
before allow ing them to  become merged in  the canmon a s s e ts  funds; 
th e re  can be no q u a r re l w ith  management's d ec is io n  to  allow  such a 
m erger, time and subsequent events w ill  ren d er th e  value  judgments about 
such d e c is io n s , bu t such Judgments are  ev a lu a tio n s of d ec isio n s of a 
p re fe rre d  o rder i f  the o b je c t of such have proceeded from conscious 
management a c tio n s .
The above, to  a very la rg e  degree , is  overly  s im o lif ie d . The 
prim aiy in te n t  of th e  "funds id e n t i f ic a t io n  form at" s ta n d s . I t  i s
3 k f .  an te  th e  use of t h i s  ex p ressio n , page 69 ( s p e c if ic a l ly  th e  
quo ta tion - from Canning as annotated  by fo o tn o te  20),
^M ason, lo c . c i t .
33Graham, op. c i t . ,  p . 369, emphasis added.
3^*Cf. preceding paragraph and a n te , pp. 11-13*
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to  be emphasized th a t  in  most c a se s , w ith re fe ren ce  to  the item  " re ­
couped d ep rec ia tio n  funds,"  the an a ly s is  fo r management w i l l  have to  
be c a rr ie d  f u r th e r ,  and th is  can be b e s t accomplished ( in  a l l  proba­
b i l i t y )  w ith in  th e  framework o f fund flow s ta te m e n ts .^  There are ex­
changes (e x p e n d itu re s ) , a t  sane n o in t( s )  in  tim e, o f l iq u id  funds fo r  
the lo n g -liv ed  a s se ts  and seme o f these  w ill  have taken p lace in  the
o re se n t, some to  take  p lace in  the fu tu re  as w ell as some having taken
d a c e  in  th e  p a s t .3^ The answer to  th e  q u e s tio n , of t o t a l  recouped 
d ep rec ia tio n  funds how much s h i f t  in  funds between common a s se ts  funds 
and funds of th e  n a tu re  o f lo n g -liv ed  a s se ts  has occurred? must be
given in  th e  l ig h t  of such c o n s id e ra tio n s .
3. "The record ing  o f d e p re c ia tio n  . . .  i s  not necessary as f a r
as th e  re te n tio n  o f a s s e ts  in  the business i s  concerned, providing the
amount of d iv idends i s  lim ited  to  the income in  excess of the amount of
37the d e p r e c i a t i o n . 1 McLean, ta lk in g  about co rp o ra te  dividend p o lic ie s  
and d e p re c ia tio n , observes th a t  "any fa c to r  £ d e p re c ia tio n  s p e c if ic a l ly ]  
which in flu en ces  th i s  p o licy  Cdividend p o licy ] in  such a manner as to  
decrease d iv idend  payout, i s ,  a t  l e a s t  in d i r e c t ly ,  resp o n sib le  fo r
3% h is  is  t r e a te d  more extendedly  in  Chapter V II, v ide p o s t , 
pp. l l ih - l$ l .
36t f .  W illiam  A, P aton , "The 'Cash-Flow1 I l lu s io n ,"  The Account­
ing Review, Vol. XXXVTII, No. 2 (A p ril, 1963), and h is  d iscu ss io n  o f Hthe 
problem of1 s o r tin g  c u rren t revenue deductions in to  two p o o ls , ( l )  charges 
r e f le c t in g  c u r re n t expend itu res and (2) charges rep resen tin g  expend itu res 
of e a r l i e r  o r l a t e r  periods . • . " p p .  2U7-251.
37
M a so n , l o c .  c i t . ,  e m p h a s is  a d d e d .
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re te n tio n  of a la rg e r  supply  of funds, D eprec ia tion , as a d e f in i ­
t io n  of a p a r t  of the co s ta  recouped, in  rep o rtin g  by accounting con­
t r ib u te s  a c tiv e ly  to  ap p ris in g  management of th e  various n a tu res  o f  th e  
funds inflow s and hopefu lly  helps avoid th e  paying out o f c a p i ta l  funds 
under th e  guise o f d ividends as w e ll as p o ss ib le  d i lu t io n  of c a p i ta l  
funds by deolayment.
U, "The a s se ts  re ta in e d  as a r e s u l t  of th e  record ing  o f depre­
c ia t io n  w i l l  no t au to m a tica lly  be accumulated in  a funds w aiting  to  be 
in v ested . . » . The 'investm ent* of re ta in e d  funds, th en  is  u su a lly  an 
autom atic r a th e r  than  a conscious p ro cess ; . . Graham i s  led  to
a s im ila r  co n c lu sio n , “th a t  an ap p ro p ria te  d e p rec ia tio n  charge tends 
to  're c o v e r ' the c o s t  of the c a p i ta l  consumed and to  make funds a v a i l ­
ab le  fo r  in c reases  in  . . • Cgiven bypes of] a s s e ts ,  inc lud ing  the 
c u r re n t 'eq u iv a len t*  replacem ent of the c a p i ta l  consum ed ."^  N either 
goes f u r th e r ,  however, and makes any suggestions w hich, i f  implemented, 
would make management conscious of these " r e ta in e d ," th ese  " c u rre n tly  
a v a ila b le "  funds. The in d iv id u a l f irm , as conceived and a s  i t  grows 
(sometimes a t ta in in g  a s t a t i c  s t a te  and sametim es, a d ec lin in g  s t a t e ) ,  
M ist con tinuously  be defined  in  terms of the purpose(s) o f  th e  firm  and 
the form and q u a n tity  o f a s s e ts  necessaiy  to  a t t a in  such ends. I t  i s  
im plied in  no way th a t  a s in g u la r i ty  of purpose, w ithou t d iv e r s i f ic a t io n
3®McLean, op. c i t . ,  p* 76.
39nason, lo c . c i t .
k^Graham, o£t c i t # |  p# 370#
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a n d  w i t h o u t  a l t e r a t i o n  i s  d e s i r a b l e .
I t  i s  s u g g e s t e d  s t r o n g l y ,  h o w e v e r ,  t h a t  a s  a  f i r m  c o n t i n u e s  t o  
f u n c t i o n  a n d  h o p e f u l l y  t o  e x p a n d  w i t h i n  i t s  own e n v i r o n m e n t s  a n d  o t h e r  
e n v i r o n m e n t s  ( m a r k e t s ) ,  t h e r e  i s  a  c e r t a i n  b o d y  o f  a s s e t s * 1*1 w h i c h  m u s t  
b e  m a i n t a i n e d  i n t a c t  e v e n  w hen  c o n s i d e r i n g  t h e  a d a p t i v e  c h a n g e s  i n  p u r ­
p o s e s  m a n i f e s t e d  b y  c h a n g e  i n  p r o d u c t s  a n d / o r  s e r v i c e s .  A c c o u n t i n g  f o r  
a n d  t h e  d i r e c t i o n  a n d  c o n t r o l  o f  t h e s e  b a s i c  (m in im u m ) l o n g - l i v e d  a s s e t s  
f u n d s  i s  o f  m a j o r  i m p o r t a n c e  t o  a l l  s e g m e n t s  o f  t h e  e c o n o n y ,  t a k e n  i n d i ­
v i d u a l l y  a n d  c o l l e c t i v e l y ,  c o m m e n c in g  w i t h  t h e  f i r m  i t s e l f .  I t  i s  
f u r t h e r  s u g g e s t e d  t h a t  c o n s c i o u s  m a n a g e m e n t  i s  m o re  a p t  t o  f u n c t i o n  
r e s p o n s i b l y  t h a n  a u t o m a t i c  m a n a g e m e n t ^  i n  c o n s i d e r i n g  t h e  r e - e m p l o y -  
n e n t  b y  r e - c o m m i t m e n t  o f  r e c o u p e d  d e p r e c i a t i o n  f u n d s  t o  t h e  n a t u r e  o f  
l o n g - l i v e d  a s s e t s  f u n d s  a s  one  a l t e r n a t i v e  i n  t h e  r e s o l v i n g  o f  t h e  
p r o b l e m  o f  m a i n t a i n i n g  c a p i t a l  i n t a c t .  M a n a g e m e n t 's  c o n s c i o u s n e s s ,  
t o  a  v e r y  g r e a t  d e g r e e ,  i s  d e p e n d e n t  u p o n  e n l i g h t e n m e n t  b y  a c c o u n t i n g }  
a c c o u n t i n g  m u s t  d e - e m p h a s i z e  n e t  in c o m e  f o r  m a n a g e m e n t  s o  t h a t  m a n ag e ­
m e n t  c o n t i n u o u s l y  r e c o g n i z e s  i t  " m u s t  d e a l  w i t h  a s s e t s ,  n o t  w i t h  n e t
i n c o m e ,  a n  a b s t r a c t i o n . 1* ^
5 . Mason's f i f t h  conclusion  is  w ith  re fe ren ce  to th e  m anufacturing
^  The m a j o r  c o m p o s i t i o n  o f  t h i s  b o d y  o f  a s s e t s ,  f o r  c l a s s i f i c a t i o n  
p u r p o s e s ,  t h e  a c c o u n t a n t  r e d u c e s  t o  " w o r k i n g  c a p i t a l ” a n d  l o n g - l i v e d  
a s s e t s . ”
L.2E x c e p t i o n  a g a i n  i s  t a k e n  t o  s t a t e m e n t s  t h a t  r e f e r  t o  t h e  r e ­
i n v e s t m e n t  o f  f u n d s  a s  " c o n t i n u o u s  a n d  c o m m o n p la c e , ” A c c o u n t a n t s '  
H a n d b o o k ,  p p .  7U8-7U9, o r  a n  " a u t o m a t i c  r a t h e r  t h a n  a c o n s c i o u s  p r o c e s s , ” 
M a s o n ,  T o e ,  c i t . C f . a n t e ,  p p .  h~6,
k ^ H o m g r e n ,  l o c .  c i t .
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e n t i ty  and th e  in te rm ed ia te  suspension of d e p re c ia tio n  in  in v e n to r ie s . 
This has been tre a te d  in  t h i s  paper in  foo tno te  13, page 6U, as con­
tinued  to  page 66,
6, " I f  the g ross income does not cover a l l  of the  expenses . , . 
[ o r j  i f  th e re  i s  a n e t  lo ss which i s  equal to  or g re a te r  than  th e  amount 
of d ep rec ia tio n  charged o f f ,  the d e p re c ia tio n  e n try  could be om itted  
w ithout any e f f e c t  upon th e  amount of a v a ila b le  f u n d s . O m i s s i o n ,  
however, has two e f f e c ts  on good accounting re p o r tin g , as w ell as a 
c le a r  r e f le c t io n  in  management's d e c is io n s :
(a )  the  f a c t  th a t  a p a r t  of whatever g ross funds do flow in  are  
p a r t i a l  reco v e rie s  o f c a p i ta l  funds would be com pletely ob­
s c u r e d ,^  and
(b) in  the even t of lo s s ,  d ep rec ia tio n  charges, over and above 
expressing  a d im inution  o f value embodied in  lo n g -liv ed  
a s s e ts ,  should be rep o rted  so th a t  t o t a l  d e f in i t io n  o f de­
crease  in  a s s e ts  is  m a d e .^
7. "The cum ulative e f f e c t  of recording d ep rec ia tio n  i s  con-
I n
s i s te n t  w ith  the e f f e c t  upon any one p e r io d .Ĥ '  Graham emphasizes the 
immediacy o f  Mason's "any one p erio d "  when observing "any e f f e c t  of
k^Mason, lo c . c i t .
^ C f .  A ccountants1 Handbook, op. c i t . ,  "D epreciation  and Income," 
p . 136; "Tlomogeneity o f t o s t , "  pp. 13&-137; and, in  S ection  13, "Depre­
c ia t io n ,"  pp. 7UU-718, and c f .  a n te , fo o tn o te  10, p . 1*2.
'*6cr .  a n t e ,  p .  I i2 .
I y
M a so n , l o c .  c i t .
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d e p rec ia tio n  on funds fo r  replacem ent i s  immediate -  in  th e  c u rre n t
y ea r; th ese  funds are av a lla b le  c u rre n tly  fo r  the purchase of depre-
1 ftc la b le  p ro p e r ty ."4 This i s  one o f the main purposes in  suggesting  
th a t ,  r a th e r  than  i s  done in  conventional accounting where both kinds 
of funds flows -  c o s t  and revenue -  are described  in  the income s t a t e ­
ment, a much more u t i l i t a r i a n  re p o r t fo r  managements Durposes (prim a­
r i l y )  i s  obtained  i f  the emphasis is  on the inflow  aspect o f  funds, 
gross inflow s being red e fin ed  by the natu re  of th e i r  "u ltim a te  source" 
as defined  bv th e  co s ts  outflow s charged in  the conventional statem ent 
tppi?oftcn +
8. Mason's f in a l  conclusion  i s  th a t  "these f in a n c ia l  a sp ec ts  o f
d ep rec ia tio n  accounting may be u t i l i s e d  in  the ad m in is tra tio n  of the
50
f in a n c ia l  budget."  With re sp e c t to  th i s  s ta tem en t observations are  
defe rred  to  Chapter VI where the purpose i s  to  delve in to  such u t i l i ­
za tio n  o f these a s p e c ts , and to  c ar ry  them beyond the "may be a v a ila b le "  
s t a t e ,  in  conjunction  w ith budgeting and a lso  in  f u r th e r  co n sid era tio n s 
o f th e  conven tional funds flow  statem ents in  Chapter V II.
t a n u y .  The g en era l a t t i tu d e  toward a s s e ts  was defined  in  the E isn e r 
v . Macomber opinion; when d esc rib in g  a s s e ts  the  su c c in c t expression
) ft
lira ham, op. c i t . ,  p . 369, emphasis added. Cf. a n te , p . 1, 
th e  sta tem ent m adecy Graham which ra is e d  the prim ary q u estio n  in v e s t i ­
gated in  th i s  paper,
* * C f .  a n te , pp. 6 U f f .
50 m„  o n ,  o g .  c i t . ,  p .  2U 6.
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"common fund" was used. R eferring  to  Figure 13, page 65, i t  i s  to
be noted how much more e f f e c t iv e ly  "common a s se ts  funds" d esc rib es  th e  
pool of a s s e ts ,  which cannot be defin ed  e i th e r  as long -lived  a s se ts  or 
those o th e r n e c e ssa r ily  acquired a s s e ts  to  be used d i r e c t ly  in  procur­
ing revenues, than the sim ple term " a s s e ts ."
At the common a s s e ts  funds s tag e  o f the flows of funds, the d i s ­
tin g u ish in g  n a tu res  of various a s s e ts  funds are  obscured by the allowed 
commonness of th e  poo l. In  t h e i r  continuous flow toward l i q u i d i t y ^  
a l l  f in a n c ia l  reso u rces  (funds) in  t r a d i t io n a l  accounting ren o rtin g  
aoproach th is  commonness thus allow ing th e  natu re  of d i f f e r e n t  types o f 
funds to  become obscured. In tra c in g  funds id e n t i f ie d  w ith  lo n g -liv ed  
a s se ts  th i s  merging i s  the c r u c ia l  p o in t. I f  these  funds a re  allowed 
to  flow in to  th e  common pool w ith o u t s p e c if ic  id e n t i f ic a t io n  and d ir e c ­
tio n  a lo ss  of id e n t i ty  i s  th e  r e s u l t ,  r a th e r  than  being ccramitted and 
possessed o f a s p e c if ic  n a tu re  they  assume a coranon id e n t i ty .
to  emphasize th a t  th e se  gross inflow s re p re se n t a recouping o f s p e c if ic  
co s ts  flows and by th e  very  n a tu re  of th e  d if f e r e n t  co s ts  flows recouped
^^E isner, In te rn a l Revenue C o lle c to r  v . Macomber, 25? U. S. 109
(1920).
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S t r i c t l y  speak ing , th e re  a re  concurren t flows -  flows away 
from and flows toward l iq u id i ty .  I f  an outflow  i s  allcmed, however, in  
reasonable a n t ic ip a t io n  o f recouping such, th en  o v e ra ll th e  flows a re  
r e a l ly  one and i s  toward l iq u id i ty ,  th e  end in te n t .
In  th i s  s e c tio n , considering  fUnds inflow s proceeding from s a le s
( s a le s  may be e i th e r in te n t  has been
53cr. an te  to  " reg u la r"  and " ir r e g u la r"  a c t iv i ty ,  p . 31
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the inflow s are defin ab le  as to  possessing  the sundry n a tu re s . As p re ­
v io u sly  in d ic a te d , th e re  is  no intended q u a rre l w ith  management i f  i t  
decides th a t  the  recouped a sse ts  should  assume th e  n a tu re  of common 
a s s e ts ,  b u t i t  i s  very s tro n g ly  argued th a t  such d ec is io n  should be a 
conscious a c t of management. Only i f  management received  e n lig h te n ­
ment from accounting  (p r im a r ily , v ia  accounting re p o r ts )  can th is  be a 
conscious and d e l ib e ra te ,  r a th e r  th an  an unconscious and au tom atic , 
d e c is io n .
CHAPTER V
LEGAL INCENTIVES TO COMMIT FUNDS 
TO IDENTITT OF LONG-LIVED ASSETS
"The prime fu n c tio n  of accounting i s  to  provide the in fo rm atio n a l 
b a s is  fo r  a c t io n .11 ̂  Approaching th e  p o in t in  funds inflow s where manage­
ment i s  confron ted  w ith  determ ining th e  d ire c t iv e s  of deployment which 
w i l l  s e t  the fu r th e r  course of th ese  f in a n c ia l  resources (as w ell as 
funds which a lread y  may be in  the common a s se ts  fu n d s), i t  i s  necessary  
to  recognize th a t  in te rn a l  co n s id era tio n s ( in te r n a l  by o r ie n ta tio n  and 
re s o lu t io n )  a re  no t the  only types of co n s id e ra tio n s  con fron ting  manage­
ment. Even i f  th e  many a l te rn a t iv e s  which must be w eighted in  issu in g  
com pany-directives involved only two ty p es o f cicum stances -
(1) those circum stances which are  in te r n a l ,  and
(2 ) those circum stances which embrace e x te rn a l  fa c to rs  b u t which 
are  c o n tro lla b le  to  the e x te n t th a t  th e  firm  i s  always a 
p a rty  to  the determ ining of th e  magnitude of t h e i r  e f f e c t s  -
th e  im plem entation of management's fu n c tio n  and acco u n tin g 's  rep o rtin g  
in  an adv isory  ca p ac ity  would be r e la t iv e ly  le s s  com plicated than i s  
the c a se .
I t  would seem, however, by o r ie n ta tio n  and re so lu tio n  th e  types 
o f c o n s id e ra tio n s  of which management must be cogn izan t embrace a
^Richard L. Sm ith, Management through Accounting (Englewood 
C l i f f s ,  N. J . t  P re n tlc e -H a ll, I n c . ,  p . 2V*
8U
th re e - fo ld  c la s s i f ic a t io n  o f firm  a c t iv i ty .  The c la s s i f ic a t io n s  o f 
firm  a c t iv i ty  a re  not and cannot be construed  as being m utually  ex­
c lu s iv e  in  any se n se . These co n s id e ra tio n s  are*
(1) C onsiderations o rien ted  to  th e  f i rm 's  in te rn a l  a c t iv i ty  
( a l l  problems emanating from such a c t iv i ty  are re so lv a b le  
hopefu lly  w ith in  th i s  framsof re fe re n c e , p r a c t ic a l ly ,  
however, only by re fe ren ce  a lso  to th e  a c t iv i ty  defined  
by the o th e r two c la s s i f ic a t io n s  a re  they re s o lv a b le ) ,
(2) C onsiderations o r ie n te d  to  the f irm 's  e x te rn a l com petitive 
a c t iv i ty  (problems a r is in g  out of th i s  a re a  must be reso lved  
no t only w ith in  th is  frame o f re fe ren ce  bu t a lso  w ith  r e f e r ­
ence to  th e  a c t iv i ty  defined  by the o th e r two c la s s i f ic a t io n s ,  
however, the firm  i s  always a p a r ty  to  th e  d eterm ination  of 
the magnitude of f i n a l  r e s u l t s ) ,  and
(3) C onsiderations o rien te d  to  th e  po litico -econom ic env iron­
ments i n  which th e  f irm 's  a c t iv i ty  must be conducted ( th e
politico -econom ic systems are  the causes of e f f e c t s  to  which
2
th e  firm  i s  s u b je c t) .
By way o f e la b o ra tio n  of th i s  th re e - fo ld  c la s s i f i c a t io n  to  form 
a framework of re fe ren ce  fo r  considering  th e  problems management must 
consider in  i t s  d ec is io n  making p ro cesse s , take a sim ple case of equip­
ment p re se n tly  owned. Econom ically i t  i s  fe a s ib le  to  o p era te  and y e t  
economic u t i l i z a t i o n  can be improved by p la n t  rearrangem ent. O rien ta­
t io n  of the problem i s  to  th e  f i rm 's  in te r n a l  a c t iv i ty ,  y e t  in  seeking 
a r e s o lu t io n  o f th e  problem th e  d ire c tio n s  o f  an a ly s is  o f  the problem 
w il l  have to  be extended to  the degree th ey  w i l l  embrace a l l  th re e  o f the 
f i rm 's  a c t iv i ty  environm ents. P o ss ib le  c o s t sav ings w i l l  be determ in­
ab le  by re fe re n c e  to  th e  in te r n a l  environment b u t n o t w ithou t g iv ing  due 
c o n s id e ra tio n s , fo r  example, t o  covenants o f  a ry  e x is t in g  la b o r  union
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I t  i s  the  l a t t e r  type of firm  p o licy  -making co n s id era tio n s th a t 
i s  the s u b je c t  of th e  p re sen t c h a p te r . Such c o n s id e ra tio n s  a re  of the 
nature th a t  management w i l l  seek in fo rm atio n a l sources beyond account­
ing ; bu t in  th a t  th e se  co n s id e ra tio n s  must be a  p a r t  of management's 
thought p ro ce sse s , accountants need to  be eq u a lly  aware and knowledge­
ab le in  o rder to  be o f a s s is ta n c e  to  management. I t  a lso  is  to  be 
no ted , in co rp o ra tio n  of co n s id e ra tio n s  o f th i s  natu re  in  management's 
d ec is io n s w i l l  find  u ltim a te  r e f le c t io n  in  th e  se v e ra l fu n c tio n s  of 
accounting .
As observed, th e  revenue inflow s e i th e r  proceed in to  th e  pool of 
common a s s e ts  funds or management by d e f in i t io n  d i r e c ts  th e i r  flow  once 
again  in to  th e  course which has been tra c e d  thus f a r :  p h y sica l agent
o f s e rv ic e , d e p re c ia tio n  and outflow in  th e  costa  stream , and re -e n try  
in  th e  revenue inflow s ob ta ined  through s a l e s B e f o r e  s p e c if ic a l ly  
consid erin g  the accounting-management approaches to  determ ining the  
subsequent n a tu re  o f th e  in flo w s,^  the g en e ra l o r po litico -econom ic 
environm ent i s  b r i e f ly  co n s id ered . This I s  th e  environment from which
agreem ents; th e  p o ss ib le  e f f e c t  on s a le s  and revenues w i l l  be o rien te d  
to  the e x te rn a l co m p etitiv e  environm ent; and weighing o f e f f e c ts  on 
revenues w il l  n e c e s s a r i ly  be extended to  an Instrum ent which i s  th e  
product o f th e  po litico -econom ic  environment o f  th e  f irm , the ta x  code* 
With a l i t t l e  th o u g h t, fu r th e r  ra m if ic a tio n s  would m an ifest them selves.
3Cf. to  A g o n 's  cy c le  of "investm ent, d is in v estm en t, re in v estm en t,"  
F erry  Meson, "Cash Flew" A nalysis and th e  Funds S tatem ent, Accounting 
Research Study HoT 2 (New lo rk : American I n s t i tu t e  or C e r t if ie d  Fublic
A ccountants, 1961),*"p. 39.
^The p a r t ic u la r  phase i s  in d ic a te d  b r ie f ly  as "budgeting” in  the 
Schem atic Diagram o f  Study* P*ge 19, and forme the b a s is  o f co n s id e ra tio n s  
in  C hapter 71.
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emanate causes to  which th e  firm  I s  su b je c t;  amor* these  causes are  
many which r e l a t e  to  lo n g -liv e d  a s s e t s .  Considered b r ie f ly  a re :  f i r s t ,
th e  genera l environm ent, and th e n , s p e c i f ic a l ly  th e  tax  code as c e r ta in  
p ro v isio n s contained th e re in  r e la te  to  a s s e ts  of a deprec iab le  natu re 
(as  such, they  are an o u ts id e  in flu en ce  which e x e rts  p re ssu re s  on 
problems r e la t in g  to  th e  su b je c t o f th is  s tu d y , lo n g -liv ed  a s s e t s ) .
The p o litie s  snsmemlo environment. Since th e  1930's the econony has 
emerged as a spending econony, th e  b ig g e s t in d iv id u a l spender being the  
F ederal government, which may be construed  as an a p p lic a tio n  o f Keynes' 
g enera l th e o ry . I t  i s  to  be borne In  mind fo r  a few paragraphs th a t  
p re sen t co n s id e ra tio n s  a re  o f  an agg reg a te , a macroapproach and th a t  
which i s  v a lid  f o r  th e  In d iv id u a l f irm  may f in d  no v a l id i ty  in  a p p l i ­
c a tio n  to  th e  economy as a whole; however, looking a t  th i s  from the 
opposite  d i r e c t io n ,  th e  in flu en ces  issu in g  fo r th  from the  economy as a 
whole a re  causes ( in  a c a u s e -e f fe c t  o rder) t o  which th e  in d iv id u a l firm  
fin d s  I t s e l f  su b je c t.
The spending approach fin d s  d e f in i t io n ,  in  g e n e ra l, in  Keynes' 
th e o ry . As aggregate  income in c reases  and per c a p ita  income in c re a se s , 
th e  percentage of th e  l a t t e r  consumed w i l l  d ec rease ; savings w i l l  in c rease  
and the only way to  cure unemployment i s  to  c o n tro l Investm ent o f  savings 
in  a way which w i l l  s e t  la b o r  In  m otion. Government i s  th e  fo rc e  to  
e x e r t  th i s  needed c o n tro l  e f f e c t iv e ly .  The form th e  Investm ent o f 
savings has to  assume to  s e t  la b o r in  motion i s  in  c a p i ta l  goods.
L ong-lived a s s e ts  a re  th e  medium through which th e  w ea lth -h e ld ers  
b ridge the gap between the p re se n t and th e  f u tu r e ;  Inducement to  in v e s t
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i s  in flu«need  by two f a c to r s :  (1) th e  m arginal e f f ic ie n c y  of c a p i ta l
a s s e ts ,  and (2) the r a te  o f  in t e r e s t .^  The cause of the b u sin ess  cycle 
I s  m arginal e f f ic ie n c y  of c a p i ta l  a s s e ts  because f lu c tu a tio n s  In  th is  
f a c to r  have th e i r  e f f e c t  on th e  l iq u id i ty  p reference  of the  econony; 
th e  volume of investm ent i s  determ ined by th e  in t e r e s t  r a t e .  I n  tu rn  
th ese  two th in g s  are  each dependent fu r th e r  on two f a c to r s :  m arginal
e f f ic ie n c y  i s  dependent on p ro f i t - y ie ld  ex p ec ta tio n s and replacem ent 
co s ts  o f lo n g -liv e d  a s s e ts ;  investm ent volume, as determ ined by the  
in t e r e s t  r a t e ,  on th e  s ta te  of p referen ce  fo r  l iq u id i ty  ( i . e . ,  the 
demand fo r  money) and th e  supply of money.^
F igure 15, page 86, i s  a s k e le ta l  o u tl in e  of th e  reasoning  in ­
volved. I t  can be seen  by re fe ren ce  to  the F igure th a t  th e  p o rtio n  of 
t o t a l  demand th a t  f in d s  expression  in  th e  investm ent in  le n g -llv e d  
a s s e ts  i s  determ ined by to t a l  income and th e  p ro p e n s itie s  to  consume 
and t e  sa v e . In a p p lic a tle n  the fo c a l  p o in t of th e  theo ry  i s  employ­
ment and employment depends on c a p i ta l  goods and c a p i ta l  goods accumu­
la t io n s  ; the lag  in  Investm ent occasioned by th e  p ro p en sity  to  save a
p o rtio n  o f  t o t a l  demand in  excess of the p ro p en sity  te  consume i s  the
'’"The m arginal e f f ic ie n c y  of a c a p i ta l  a s s e t  is  the h ig h est 
r a te  of r e tu rn  over c o s t  expected from producing one more u n it  (a
m arginal u n i t )  o f a p a r t ic u la r  type of c a p i t a l  a s s e t ,"  pp. 39-JiOj and
"The I n te r e s t  r a te  Is  a p r ic e  which f lu c tu a te s  according t e  th e  supply 
and demand fo r  money,* p . U i, Dudley D il la rd , The Economics of John 
Maynard Keynes (New Xerkt P re n tic e -H a ll, I n c . ,  19U8).
turm , D illa rd  p o in ts  ou t an o th e r Keynesian thought which 
i s  r e la te d  t o  th e  su b jec t a t  hand, ms w e ll as c u rre n t econemic con­
d i t io n s ,  "Hy pursuing  a p o lic y  e f  f le x ib le  money su p p ly , th e  banking 
system can , w ith in  l im i ts ,  c o n tro l th e  r a t e  e f  i n t e r e s t . "  I b id . ,  p . U5.
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a rea  fo r  government in terven tion .*^
F igure 1$
SKELETAL OUTLINE OF KEYNES' THEORY 
RELATIVE TO INVESTMENT IN LONG-LIVED ASSETS
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Examination o f th e  p a r t  " f i s c a l  p o licy "  p lays in  th e  th e o ry , the 
th re e  concepts o f "p ro p en sity  to  consume,* "investm ents as an im portan t 
determ inant o f employment," and " l iq u id i ty  p re fe re n c e ,"  as r e la te d  one
?In  a r r iv in g  a t  th e  a p p lie d  "spending" theo ry  th e  "concept o f 
ex p ec ta tio n s"  and th e  "p ro p en sity  t o  consume," fu r th e r  re f in e d  by th e  
"concept o f  th e  m arginal p ro p en s ity  to  consume" and th e  "investm ent 
m u l t ip l ie r ,"  a re  employed.
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to  the o th e r , allow  th e  making o f c e r ta in  statem ents which may be held 
as th e  prem ises forming th e  basis fo r  the concluding observa tions of tho 
p resen t d iscussion*
Premise 1: T otal employment depends on t o t a l  e f f e c t iv e  demand.
Premise 2: T o ta l e f f e c t iv e  demand i s  determ ined by th e  p ro ­
p en s ity  to  consume and th e  inducement to  in v e s t .
Premise 3* The p ro p en sity  to  consume i s  r e la t iv e ly  s ta b le  in  
th e  sh o rt run and the average p ro p en sity  to  consume i s  le s s  than 100 
n ercen t fo r  a l l  high le v e ls  of employment. T herefo re , as income In ­
c re a s e s , th e  gap between t o t a l  income and the p ro p en sity  to  consume 
w idens.
Premise Income and w ealth  exceeding tho p ro p en sity  to  con­
sume may be (a )  s to red  in  the barren  form of money (sav ings) or (b) in ­
vested  by lending or in v e s tin g  in  lo n g -liv ed  a s s e ts .  In a c a p i t a l i s t i c  
economy, because of unequal d is t r ib u t io n  of income, a high p ro p en sity  
to  save m an ifests  i t s e l f .  Tho maintenance o f high le v e ls  of employment, 
th e re fo re , f a l l s  on p ub lic  ex p en d itu res .
That Keynes considered  f i s c a l  p o lic y  as th e  most im portant weapon 
ag a in s t unemployment can be deduced from th e  foregoing prem ises. I t  
seems th a t  th e  in c o n s is te n c ie s  o f th e  proponents of "sound" f in a n c e , 
accerd lng  to  Keynes, may be tra c e d  to  th e  d ivergencies between s o c ia l  
and p r iv a te  accounting.®  Whereas lab o r i s  an overhead c o s t  to  the
®Cf. f i n a l  sec tio n  of Edwards and B e l l 's  ex p o sitio n  o f th e  "core" 
o f th e irT h e o ry . They seem to  end th i s  chap ter w ith  a p le a  th a t  account­
ing  expand I t s  "range of c o lle c tin g  a c t iv i t i e s "  because, through such,
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econoiqy as a whole, labo r nay be a v a ria b le  c o s t to  the p a r t ic u la r  
e n te r p r is e . A reso u rce  has p o te n t i a l i t i e s  when i t  becomes of b e n e f i t  
through the  medium o f use ; th e re fo re ,  since th e  labo r resou rce  e x is ts  
and i t s  c o s t f a l l s  on the economy as a w hole, i t  must be employed, i f  
not through p r iv a te  e n te rp r is e ,  then  through the expenditu res o f pub lic  
works in  o rder to  J u s t i f y  i t s  ex is ten c e  as a resou rce .
I f  government spending, designed to  f i l l  up th a t  p a r t  of the  
gap l e f t  vacant by in s u f f ic ie n t  p r iv a te  spending, d riv es  th e  e x is tin g  
spending out o f th is  reg io n , th e re  w il l  be a s e t t l i n g  back toward th e  
undesirab le  p o in t of in s u f f ic ie n t  investm ent. There a re  a t  le a s t  th re e  
types o f government expenditures based on spending, borrow ing, and 
tax in g :
(1) In crease  in  government expenditu res w ith  ta x  r a te s  remain­
ing unchanged,
(2) T ax-reduction  approach to  expansion which avoids the need 
fo r  in c reased  government a c t i v i t y  ( r e l ie s  en the w i l l ­
ingness o f p r iv a te  segments o f th e  economy to  spend some 
o f  the in c rease  in  income as a r e s u l t  of lower ta x e s ) ,  
and
(3 ) In crease  in  taxes so  th a t  government income always equals 
government o u tlay  (c a r r ie d  to  i t s  u ltim a te  end, f u l l
a co n tr ib u tio n  to  analyses th a t  f in d  exp ression  in  p o litico -eco n o n ic  
environm ents, in  which th e  in d iv id u a l f irm  must o p e ra te , can be made. 
Edgar 0 . Edwards and P h il ip  W. B e ll ,  The Theory and Measurement o f 
Business Income (Berkeley and Lee A ngeles, U n iv ers ity  of1 C a lifo rn ia  
P re s s , 1961), p a r t ic u la r ly  pp. 56-59.
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employment would be a t ta in e d  because p r iv a te  sp rin g  would 
be reduced to  z e ro ) .
Keynes d e a lt  p r im a rily  w ith  th e  f i r s t  of the above types o f government 
expend itu re  program s. As implemented in  th e  1930’s th is  was p rim arily  
th e  type of government ex p en d itu res . With changes wrought, however, 
by a sev e ra l times change-to-w ar-back-to-peace econoiry, "approach one" 
has been fu r th e r  implemented by in c o rp o ra tin g  some of the p o licy  im­
p lie d  under th e  th ird  type of government expenditu res l i s t e d  above, 
i . e . ,  in c re a s in g  tax  s c a le s .  That there i s  f l e x i b i l i t y  in  apply ing  the 
theory  i s  evidenced by th e  d e fin in g  of th e  th re e  types o f  government 
ex p en d itu res; taxes a re  involved and th is  w arran ts  an exam ination of 
tax  code p ro v isio n s r e la t in g  to  lo n g -liv e d  a s s e ts .
Although on the p a r t  of government th e re  I s  no evidence of any 
in c lin a t io n  e i th e r  to  hold th e  ta x  lin e  o r ,  much le s s ,  decrease  i t ,  
th e re  are p ro v isio n s now in  th e  ta x  code t h a t  can be construed  as incen­
t iv e s  designed to  s h i f t  emphasis in  the  a p p lic a tio n  o f th e  theory  and 
to  induce more p r iv a te  investm ent In lo n g -liv e d  a s s e t s .^  The major 
investm ent in c e n tiv e s , con ta ined  th e re in ,  a re  th e  su b je c t of th e  nex t 
two se c tio n s  of th i s  ch a p te r . These in c e n tiv e s  a re  a tro d u c t o f th e  
p re se n t p o litico -econcm ic  environm ent In  which the f irm  must opera te
o
Cf, "There i s  evidence th a t  the Keynesian rev o lu tio n  i s  
moving ln£o a new phase. . . .  Measurement i s  now undertaken in  terms 
o f r e a l  o u tp u t. Next, a new dimension i s  added to  th e  aggregate supply 
fu n c tio n ; p roductive  ca p a c ity  in c rease s  over tim e -  • . *" R obert 
E isn e r , "Underampleymant E quilibrium  R ates of Growth," The American 
Economic Review, Vol. ILTT, No. 1 (March, 1952), p . u3.
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and being possessed of an in cen tiv e  n a tu re , they are ou tside  Influences 
exertin g  p ressures on management in a rr iv in g  a t  th e  decisions which 
d ir e c t  the course of revenue inflow s of the firm , a p a r t of which are 
funds represen ting  a recoupment of d ep rec ia tin g  a s se t se rv ices v a lu es .
the laveatmsat cred it. P residen t Kennedy, in  1961 in  a tax  message to  
Congress, asked fo r an amendment to  th e  In te rn a l Revenue Code th a t  
would allow ta x  r e l i e f  to  the taxpayer in  the year of purchasing of 
depreciab le a s s e ts ,  ftich in te rp re tin g  ( in  accounting c i rc le s  alone) 
was forthcoming as to  th e  underlying in te n t  of such an amendment, rang­
ing from i t  was an e f fe c tiv e  wav of reducing taxes w ithout lab e lin g  i t  
as such, to  th e  idea th a t  in  the fu tu re  i t  could become a to o l of manipu­
la tio n  fo r economic co n tro l purposes,^® For purposes of th is  paper i t  
i s  accepted a t  th e  complexion given i t  by the Senate Finance Committee
Cf. Kenneth B. Berg and Fred J .  M ueller, "Accounting fo r 
Investm en^TCredits," The Accounting Review, Vol. XXXVIII, No. 3 (Ju ly , 
1963), pp. 55U-561; Harold Bierman, J r . , "A Problem in  Expense Recog­
n it io n ,"  The Accounting Review, Vol. XXXVIII, No. 1 (January, 1963), 
pp. 61-63; Ronald M. Horwita, "The Investment C re d it, * Deferred Incosie 
Taxes* and Accounting Measurement,** The Accounting Review, Vol. XXXIX,
No. 3 (Ju ly , 1961*), pp. 618-621; "The" Investm ent "Credit as an Economic 
Control D evice," C ap ita l Poods Review, No, 67 (September, 1 9 6 6 ) ;  Qlenn 
L. Johnson and Sherwood W, Newton, "Tax Considerations in  Equipment 
Replacement D ecisions,** The Accounting Review, Vol. X U I, No. 1* (October, 
1 9 6 7 ) , pp. 738-71*6; "Symposium on the Investm ent C red it,"  P a rt VII-D, 
F inancia l Accounting Theory, ed ited  by Stephen A. Zeff and Thomas F. 
K eller (Sew Yo i4c: HcGraw-Hill Book Company, 1961*), pp. 328-31*6; Thomas
F. K e lle r , "The Investm ent Tax C red it and the Annual Tax Charge," The 
Accounting Review, Vol. XL, No. 1 (January , 1 9 6 5 ) ,  pp. 181*—1691 S.~k. 
Woolsey, ^Accounting fo r  'Investm ent Credit*,"The Accounting Review,
Vol. m v i r r ,  No. 1* O c to b e r, 1963), pp. 709-713; Harry W. Wade, 
"Accounting fo r the Investment C re d it,"  The Accounting Review, vo l. 
XXXVIII, No. 1* (October, 1963), pp. 711*-7TB.
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and the Conference Committee Report r e la t in g  to  th e  1962 Revenue Act
which s tro n g ly  concurred in  the A dm inistra tion  p o s it io n  -  i t  i s  an
in cen tiv e  to  in v e s t .
. . » The investm ent c r e d i t ,  coupled w ith  the l ib e ra l iz e d  d ep rec i­
a t io n , w il l  provide a strong  and la s t in g  stim ulus to  a h igh  r a t e . ,  
of economic growth and w il l  provide an in c e n tiv e  to  in v e s t  . . .
The technique of the p r o f i t a b i l i t y  index, which in co rp o ra te s  
the  id ea  of a s ta tem en t of p resen t value through d iscoun ting  of fu tu re  
inflow s comoared to  the p re se n t c o s t ou tflow s, i s  em ployed^ fo r p resen t 
purposes in  answering the fo llow ing q u estio n s when considering  th e  
investm ent c r e d i t : ^
(1) Does the investm ent c r e d i t  a f f e c t  the  p r o f i t a b i l i ty  index7
(2) Is  th e  e f f e c t  favorab le?
^-^Report of the  Senate Finance Committee on th e  Revenue Act of 
1962, p . 11, as quoted in  "The Investm ent C red it as  an Economic C ontrol 
D evice," i b i d . ,  p . C f. " . . .  the  purpose of the c r e d i t  fo r  in ­
vestm ent in  c e r ta in  d ep rec iab le  p ro p e r ty , in  th e  c ase of both  reg u la ted  
and nonregulated  in d u s t r ie s ,  is  to  encourage m odernization and expansion 
o f the N atio n 's  p roductive f a c i l i t i e s  and to  improve i t s  economic poten­
t i a l  thereby in c re a s in g  th e  earnings of the new f a c i l i t i e s  over th e i r  
p roductive l iv e s ,"  Exposure D ra ft ( r e la t in g  to  "Accounting fo r  th e  In ­
vestm ent C re d i t" ) ,  Issued by Accounting P r in c ip le s  Board, American 
I n s t i tu t e  of C e r t if ie d  Public A ccountants, Non 1 , 1962.
12The underly ing  idea i s  th a t  i f  fu tu re  inflows d iscounted  to  th e  
p resen t and compared to  the p resen t co s t outflow s equals one, then the 
ta rg e t  r a te  o f r e tu rn  used as th e  d iscoun t r a te  i s  equal to  th e  r a te  of 
re tu rn  ( c f .  the i l l u s t r a t i o n  p resen ted  in  F igure 8 , page 5 0 ). F u rth e r, 
a r e s u l t  o f le s s  than one in d ic a te s  an u n sa tis fa c to ry  re tu rn  in  terms 
o f the pre-determ ined ta rg e t  r a t e ,  g re a te r  than  one, r e la t iv e  p r o f i t -  
I K i l i t y i s  r e f le c te d ,
^HR 17607 susoended the investm ent c r e d i t  u n t i l  1968 and pro­
vided th a t ,  when re a c t iv a te d , th e  2$ p e rcen t excess would be in creased  
to  50 p e rce n t. P resen t co n s id e ra tio n s  proceed under th e  s p e c if ic a tio n s  
o f th e  1962 Code as mended in  19bb.
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(3) Is  th e  e f f e c t  o f  a magnitude th a t  i t  w arran ts prime con- 
s id e ra tie n ?
Figure 16, page 95 , considers th e  fo llow ing investm ent s i tu a t io n :  c o s t ,
$500 , 0 0 0 ; economic c o n tr ib u tio n  of th e  a s s e t  a f t e r  a l l  re le v a n t oper­
a tin g  co s ts  o th e r than d ep rec ia tio n  per y e a r , $100,000; sa lv ag e , $ -0 -; 
e f f e c t iv e  tax  r a t e ,  $0%} and d ep rec ia tio n  method, s t r a ig h t- l in e *  The 
l e f t  column considers  th e  a s s e t 's  economic l i f e  equal to  e ig h t years 
and th e  r ig h t  column, te n  years* The p r o f i t a b i l i t y  in d ice s  a re  com­
puted under fo u r co n d itio n s : (A) p re - ta x  p r o f i t a b i l i ty )  (B) a f te r - ta x
p r o f i t a b i l i t y ;  (C) a f te r- in v e s tm e n t c re d i t  and a f te r - ta x  p r o f i t a b i l i ty ;  
and (D) d e d u c t ib i l i ty  of d ep rec ia tio n  i s  retim ed and the  investm ent 
c r e d i t  i s  ig n o red . C e rta in  conclusions may be drawn:
(1) Under con d itio n s of a f te r - ta x  p r o f i t a b i l i t y ,  the investm ent 
c r e d i t  has a favo rab le  e f f e c t  on th e  p r o f i t a b i l i ty  index.
The e f f e c t  i s  more p e rc e p tib le  the lo n g e r- liv e d  the a s s e t  
(compare "B" and "C" o f the 1 0 -y ear-liv ed  a s s e t  t e  the 8- 
y e a r- liv e d  a s s e t ) .
(2) The e a r l i e r  d ep rec ia tio n  is  taken and the g re a te r  the amount 
of th e  e a r ly  d e p re c ia tio n  allow ance, th e  c lo s e r  th e  p r o f i t ­
a b i l i ty  index w i l l  approach p re - ta x  p r o f i t a b i l i t y  (compare 
"D" and "A" f o r  both  th e  6 -year and 1 0 -y ear-liv ed  a s s e ts ,  
in c lu d in g  in  th e  comparison th e  second p r o f i t a b i l i ty  index 
under ND" wherein the investm ent c r e d i t  i s  not ig n o red ).
Seme g e n e ra lis a tio n s  may be made in  answering th e  th re e  questions f i r s t  
posed above. F i r s t l y ,  th e  s h o r te r  l iv e d  th e  a s s e t  the more Im percep tib le
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Figure 16
PROFITABILITY INDICES COMPUTED UNDER FOUR CONDITIONS
^ ^ s c o u n t e d a t ^ lg ^  
B ight y ea r Ten y ea r 
l i f e  l i f e
(A) PRE-TAX PROFITABILITY -
Cost outflow  (beginning y ea r 1) . . . . $ 500.000 $ $00,000
Economic inflow s per y e a r  before ta x e s ,
$100,000............................................................$ 533,500 » 6m,5>00
P r o f i t a b i l i t y  index  ....................................... 1^067 lj229
(B) AFTBR-TAl PROFITABILITY (INVESTMENT COST SPREAD OVER ASSET LIFE)
Cost outflow  (beginning y ea r l )  . .  . .  j^OOjOOO J^OOjOOO
Economic in flow s per y e a r  a f te r  ta x e s i
$81,250. . . . . . . .  $ U33.U69
$75,000..............................  $ U60.875
P r o f i t a b i l i t y  i n d e x ....................................... Oj BJ 0.92
(C) AFTER-INVESTMENT CREDIT. AFTER-TAX PROFITABILITY -
Cost outflow  (beginning y e a r  l ) ,
$500,000 -  $ 2 $ ,0 0 0 * ..................................$ 1*75.000 $ U75.QOO
Economic Inflow s per year a f t e r  tax es t
$81,250. . . . e • *
$75,000...........................................  $ U60.875
P rofitab ility  in d e x .........................................  0^91 0.97
*Assumptiont only en titled  to $25,000 of investment credit 
(timing of carryover ignored)
(D) DEDUCTIBILITY OF INVESTMENT COST RETIMED (INVESTMENT CREDIT 
IGNORED)_____________________
Cost outflow (beginning year 1),
$500 ,000  -  50* .................................................... $ 250 .000 0,000
Economic inflow s (now a l l  tax ab le )
per year after taxes, $50,000 . . . .  ^^66|7g0
P rofitab ility  in d e x ....................................
P rofitab ility  index, i f  investment
credit not ignored  l*l£2 1.36S
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the  e f f e c t  o f th e  investm ent c r e d i t  upon th e  p r o f i t a b i l i t y  index . 
Secondly, th e re  i s  not the f l e x i b i l i t y  allowed as regards th e  tim ing 
o f the deduction o f expensed investm ent c o s t through d e p rec ia tio n  th a t  
”D" in  Figure 16 would seem to  in d ic a te ,  a lthough  one of th e  a c c e le r­
a ted  methods of d eo rec ia tio n  w i l l  allow a tre n d  in  th is  d ire c tio n  
(more i s  observed regarding  d ep rec ia tio n  in  th e  next s e c tio n  o f th is  
c h a n te r) . T h ird ly , even though th e  p r o f i t a b i l i ty  index i s  a ffec ted  
favorab ly  bv the investm ent c r e d i t  th e re  a re  o th e r  c o n d itio n s , not 
in troduced in to  these  c o n s id e ra tio n s , which can o f f s e t  any favorab le  
p o s itio n  thus ob ta ined . Among th ese  aret (1 ) th e  investm ent c r e d i t  
i s  mandatory and, th e re fo re ,  (2) the co s ts  o f m aintain ing  a degree of 
in d iv id u a l-item  accounting a re  n e c e ss ita te d  by th e  " rec a p tu re” and 
"carryover” p rov isions of the c r e d i t .  Some of th e  more complex s i t u ­
a tio n s  invo lv ing  the investm ent c r e d i t  have not been touched upon, b u t 
s t i l l  th e  investm ent c r e d i t  p er s e  may in  some in stan ces s tim u la te  
c a p i ta l  expenditures which was th e  purported purpose of i t s  inco rpor­
a tio n  in to  th e  Code. At the time o f the read ing  of the investm ent 
c r e d i t  in to  th e  Code, i t  was an academic e x e rc ise  questio n in g  i t s  
p o ss ib le  use as an economic co n tro l to o l  through m anipu la tion . I t s  
suspension by W 17607 was an in f la t io n a ry  c o n tro l movej^* now much 
of the in f la t io n  was a r e f le c t io n  o f i t s  employment and how much the
^ C f .  to  Evsey Dcraar th e o r is in g  in  1953 about th e  use o f an 
i n i t i a l  aTTowance as a means of encouraging growth and reducing or su s­
pending i t  as an a n t ic y c l ic a l  to o l during in f la t io n ,  "The Case fo r  
A ccelera ted  D e p re c ia tio n ,1' Q u arte rly  Jo u rn a l of Economics, Vol. LX V II,  
Mo. U (November, 1953)» p . 500. CfT to  c u r r e n t  a g i ta t io n ,  w ith in  th e  
Nixon a d m in is tra tio n  and in  th e  Congress, no t ju s t  to  suspend b u t to  do 
away w ith  th e  investm ent c r e d i t .
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r e s u l t  of a r t i f i c i a l l y  induced in f la t io n  by the Vietnam c o n f l ic t  ia  th e  
p re sen t academic e x e rc is e . An o b je c tiv e  te s tin g  o f i t s  c a p a c ity  to  in ­
duce investm ent in  a "normal" period n e c e s s ita te s  re se rv in g  judgment on 
th is  score to  a fu tu re  tim et
Im oortant to  the sm alle r bu sin ess  e n t i ty ,  because of the $2,000 
maximum allow ed, r e la t iv e  to  ta n g ib le  personal p roperly  having a t  le a s t  
a l i f e  of s ix  y e a rs , th e  taxpayer (excep t t r u s t s )  may e le c t  an addi­
t io n a l  f i r s t  y ea r  d ep re c ia tio n  deduction . I t  i s  to  be no ted , in  con­
t r a s t  to  the investm ent c r e d i t ,  th is  deduction  does reduce the depre­
c ia b le  c o s t .
DtprMlatiiB - eoeeloretod methods aad reserve ratio test. The 19Sh
Hevenue Cede provided for accelerated methods of depreciation for  
qualified assets having economic liv es  of three years or mere. The 
earlier the timing of depreciation the mere favorable the e ffe c t  pro­
duced on the p rofitab ility  index of an investment has been observed 
in the preceding section (as illu strated  in Figure 16 and the accem- 
paqylng te x t) .
Pertaining to the l i f e  of assets, Revenue Procedure 62-21 intro­
duced broad guidelines to be used in determining usefhl l i f e  (fer  
o ff ic ia l  position i t  supplanted the old Bulletin 7 ). Generally speak­
ing, these new guideline classes provide fer  shorter l iv e s , which, ia  
turn, has an accelerating e ffec t on the accelerated depreciation pro­
visions of the 19?U Code. Where appropriate, there also was intro­
duced tho reserve ratio te s t  as the o f f ic ia l  approach in auditing depre­
ciation deduction claims. Tho tables of the resorvo-ratio are based on
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the methed of d ep re c ia tio n  used and th e  r a te  o f growth of th e  a s s e t  
ca teg o ry ; the t e s t  i t s e l f  pu rpo rted ly  i s  designed to  determ ine i f  the  
taxpayer is  a c tu a l ly  rep lac in g  as f a s t  as the d ep rec ia tio n  deductions 
show. The e f f e c t  on the re se rv e  r a t io  t e a t  as between d i f f e r e n t  
methods of d e p re c ia tio n  can be seen  through a quick p e ru sa l of at\y 
re se rv e  r a t io  ta b le ;  the su m -o f-th e -y eara1 d ig i t s  and 200 percen t 
d ec lin in g -b a lan ce  are  p re fe ra b le  to  th e  s t r a ig h t - l in e  or 150 p e rcen t 
d ec lin in g -b a la n c e . G reater income tax  d e f e r r a l  i s  ob ta ined  through 
h igher allow ances fo r  d e p re c ia tio n  expensed; the high allow ances fo r  
d ep rec ia tio n  a re  perm itted  by meeting th e  ap p licab le  re se rv e  r a t io  
t e s t .  For example, compare th e  d if fe re n c e  between using  s t r a ig h t - l in e  
d e p re c ia tio n  and su m -e f-th e -y ea rs ' d ig i t s  methods on a group o f a s s e ts  
a l l  in  a gu id e lin e  c la s s  w ith  a ten -y ea r l i f e  and a zero  growth r a te :
The su m -o f-th e -y eara1 d ig i t s  method gives th e  taxpayer the  b e n e f i t  o f 
$125 ,000  more in  d ep rec ia tio n  d educ tions; a t  a ta x  r a te  o f 50* i t  pro­
v ides the e n t i ty  w ith  the  use o f $62,500 ta x  f re e  funds th a t  o therw ise 
weuld have boon earned fo r  and p a id  to  th e  government in  the form o f
S tr a ig h t -  Sum -of-the-
l in e  y e a r s 1 d ig i t s
Reserve r a t i o .  .




$ 500 ,000  
65* 
325,000Reserve p e rm iss ib le . • • 250,000
ta x e s . This may bo equated to  an in te r e s t - f r e e  loan which only  w i l l
C f. A rthur M. Cannon, "Tax P ressu res on Accounting P rin c ip le s  
and on Accountants* independence,*  The Accounting Review, Vol. IXViI, 
Mo. It (O ctober, 1952), p . U20, r e f e r s  to  the  advantage as " in t e r e s t
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have to  be repaid  i f  th e re  ia  a c e ssa tio n  of p o licy  o f replacem ent 
baaed on an average l i f e  o f ten  y ea ra .
Whether th is  i s  a permanent b e n e f it  o r ,  as  many argue, merely a 
d e fe rr in g  of ta x  l i a b i l i t y  to  fu tu re  periods i a  s t i l l  very much a m atte r 
o f d eb a te . There ia  no s in g le  s id e  to  such a problem because in  meet 
cases i t  w il l  have to  be re so lv e d , q u a lif ie d  by the p a r t ic u la r  circum ­
s ta n c e s . C erta in  g e n e ra liz a tio n s  are in  o rd e r . Davidson, w ith  a sim­
p l i f i e d  example, has dem onstrated th a t  e x tra  d ep rec ia tio n  (d iffe re n c e  
between acce le ra ted  d ep re c ia tio n  fo r tax  purposes and f in a n c ia l depre­
c ia t io n  in  the s t r a ig h t - l in e  p a t te rn )  fo r  dynamic (growing) firm# con­
tin u es  to  i n c r e a s e ,^  G enera liz ing  in  terms of th e  ta x  d ep rec ia tio n  
allow ances, t h i s  advantage w i l l  be p resen t as long as th e  po licy  o f 
replacem ent i s  m aintained or in c re a se s . In th a t  h is  i l l u s t r a t i o n  
assumes replacem ent c o s t  equal to  o r ig in a l  co s t (economic co s ts  are 
n o t in te r je c te d  in to  th e  p re se n t co n s id e ra tio n s  s in ce  taxes a re  le v ied  
on a s t r i c t l y  u n itiz e d  monetary b a s is ) ,  a fu r th e r  observation  i s  war­
ra n te d . In a period  of in c re a s in g  co s ts  th e  e x tra  d ep rec ia tio n  would 
In crease  more over a period  of time than Davidson dem onstrates because 
of th e  in c re as in g  d ep rec iab le  b a se , th e  in c rease  being equal to  tho  
r a t io  of replacem ent c o s t to  o r ig in a l  c o s t.
f re e  loans'* ; Domar, i b id . , p . $01, r e fe r s  to  i t  as a " d isp e n sa tio n ," 
fo r  th e  growing firm  as a "permanent d isp e n sa tio n " ; and Sidney Davidson, 
"A ccelerated  D ep rec ia tio n  and the A lloca tion  o f  Income Taxes," The 
Accounting Review, Vol. X3CHII, No. 2 (A p r il ,  1958), p . 177, c a l l s  i t  
a "^ g if t*  of having . . .  ta x  payments perm anently reduced ."
l^Davideon, i b i d . ,  p . 176.
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F urther q u a l if ic a t io n s  need to  be noted in  g en e ra lis in g  about 
whether or no t th e  ta x  b e n e fits  derived from the ac ce le ra te d  d e p rec i­
a tio n s  p ro v is io n s of th e  Revenue Code are a permanent b e n e f i t  or n o t. 
Among these  a re : (1) th is  b e n e f i t  w il l  continue or in c re a se  only so 
long as the p ro v isio n s continue to  be a p a r t  of th e  Code or a re  fu r th e r  
l ib e ra l iz e d ;  (2) the growth f a c to r ,  in  terms of annual investm ent in  
d ep rec iab le  a s s e ts ,  i s  m aintained or growing; (3) Increases in  tax  
r a te s  could n u l l i f y  in  p a r t  or w holly th ese  b e n e f i ts ;  and most impor­
ta n t ly ,  <U) these  b e n e f i ts  only accrue to  the firm  i f  th e re  a re  s u f f i ­
c ie n t  p r o f i t s  to  cover th e  d e p re c ia tio n  computed fo r  ta x  purposes. In 
considering  the use of funds so re ta in e d  through reduced p re se n t tax  
l i a b i l i t y ,  q u a l i f ic a t io n  (3 ) above in f e r s  an o th er r i s k  f a c to r  to  be 
added to  th e  l i s t  of c a lc u la te d  r is k s  management must q u a lif ie d ly  weigh, 
th a t  i s ,  the r i s k  o f  in c reased  taxes in  th e  fu tu re  on th e  b e n e f its  in ­
flows from lo n g -liv ed  a s s e ts  acquired  w ith  such funds. On th e  o th e r 
hand, in  th e  p resen t th is  may be looked upon as a compensation fo r  the 
f a c t  th a t  d ep rec ia tio n  f o r  ta x  purposes i s  allowed only on a s t r i c t l y  
monataiy u n it  b a s is  r a th e r  than an economic (purchasing) power b a s is .
I f  th ese  re ta in e d  funds are  p re se n tly  a v a ila b le  and put to  use in  the 
natu re  o f lo n g -liv e d  a s s e ts ,  i t  could mean th a t  i f  the c o s ts  of ac­
q u irin g  these fu tu re  b e n e f its  are  adequate ly  d iscounted to  the p resen t 
such con tingencies could be covered and s t i l l  leave th e  firm  w ith  an 
economic increm ent.
There i s  another aspect of the present considerations which 
should be observed. Regarding the reserve ratio t e s t ,  there is  within
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i t s  framework another p o te n t ia l  economic c o n tro l mechanism which i f  
employed would emphasize th e  p o lic in g  fu n c tio n  of th e  t e s t .  This 
mechanism has been obscured, f i r s t  because of th e  i n i t i a l  moratorium 
p erio d  and more re c e n tly  th e  t r a n s i t io n a l  allow ance, f i r s t  ap p lica b le  
in  1965, and the p ro v is io n  fo r  invocation  of the tren d in g  r u le .  I f ,  
however, th ese  and o th e r n u ll i fy in g  d ev ices , which might be in troduced  
in  th e  fu tu re  a l l  d isappear from th e  Code, a s s e ts ' u s e fu l l iv e s  under 
RP 62-21 can be in c reased  up to  10 percen t i f  the re se rv e  r a t io  t e s t  
i s  not m et, and the taxpayer in  more extreme cases could have to  "work 
o ff"  ( in  p a r t  e r in  t o t a l )  excessive d e p re c ia tio n  p rev io u sly  deducted 
before being  perm itted  to  use again a s h o r te r  g u id e lin e  l i f e .  This 
could be a very  strong  in cen tiv e  to  in v e s t;  management needs to  be 
apprised  o f th e  n a tu re  of th e  funds made a v a ila b le  c u r re n tly  through 
revenues and thus be allow ed to  make a conscious d ec is io n  as to  th e i r  
u se . The investm ent c r e d i t  coupled w ith ac ce le ra te d  d ep rec ia tio n  bene­
f i t s  can serve to  make many an investm ent (which o therw ise might be 
Ignored) p la u s ib le  as w ell as f e a s ib le .  In  a downward swing of th e  
econcey such In cen tiv es  might be what i s  needed to  keep investm ent from 
d ec lin in g  to  le v e ls  d e trim en ta l to  the  econcny as a whole.
P ro v is io n s fo r  the investm ent c r e d i t  and a c c e le ra te d  d e p rec ia tio n , 
in  being o ffe red  as in cen tiv es  to  In v e s t ,  must be ap p rec ia ted  a lso  as 
le g a l  ways of tax  avoidance. Any d o lla r  o f outflow  avoided means an­
o th e r d o l la r  re ta in e d  fo r  employment by th e  e n t i ty .  Cognizance o f th e  
avoidance asp ec t and employment by management as a r e s u l t  o f  being made 
aware of t h i s  a sp ec t i s  a d e s ira b le  aim fo r  accounting  func tion ing  In
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an adv isory  c a p a c i t y  toward management. I t  i s  a p ra c t ic a l  m atter of
b e tte r in g  th e  co n tro l and use of funds.
. . .  a cce le ra ted  d ep rec ia tio n  a ffo rd s  co n sid erab le  ta x  r e l i e f  to  
a . . . firm  . . .  b u t how e f fe c t iv e  t h i s  r e l i e f  w i l l  be . . .  in  
promoting growth in  genera l is  not easy to  p re d ic t. Much w i l l  
depend on the awareness of businessmen f management 1 th a t  the  r is k  
of in v e s tin g  in  fix ed  c a p i ta l  I s  considerab ly  reduced because no 
income ta x  need be paid u n t i l  a  s u b s ta n t ia l  p a r t  of th e  c o s t has 
been recovered ; a lso  on th e i r  understanding  th a t  such investm ent 
o ffe rs  a p e r fe c tly  le g itim a te  method of ta x  avoidance, and on th e i r  
read in ess  to  co n sid er these fa c ts  in  t h e i r  investm ent dec isions ,17"'
S o n a ry . In  an economy w ith a b u i l t - i n  b ia s  toward i n f l a t i o n ^  th e re  
i s  a gap between the purchasing power recouped and the c u r re n t pur­
chasing power neecfed to rep lace  fu n c tio n a l c a p a c itie s  as long as depre­
c ia tio n  i s  computed in  terms of s t r i c t l y  u n itiz e d  monetary u n i ts .
There i s  an augm entation of the recouped d e p rec ia tio n  funds through 
the tax  avoidances which have been th e  s u b je c t  of th is  C hapter. Manage­
ment in  making a d ec is io n  to  commit recouped d ep re c ia tio n  funds f i l l  
cycle to  lo n g -liv e d  a s s e ts  funds should be apprised  th a t  i t  has a source 
of augm entation in  fac in g  the increased  co s t of rep lac in g  fu n c tio n a l 
c a D a c itie s , th a t  th e  augm entation thus noted in  the increm enta l In f lo w ^
^Dom ar, op. c i t . , pp. 508-509, emphasis added.
^®Paul Grady, "Economic D epreciation  in  Income Taxation and In 
A ccounting," The Jo u rn a l of Accountancy, Vol. 107, Mo. 1* (A p ril ,  1959), 
p. 55f. ---------------------------------------
^ C f .  " . . .  ta x  d ep rec ia tio n  allow ances -  o r more a c c u ra te ly , 
the funds~They make a v a ila b le  when earned . . from an address by 
George fe r to rg h  befo re  iKe Tax i n s t i t u t e  Symposium, P rin ce to n , New 
Je rse y , November 20, 1958, r e p r i i te d  in  C ap ita l Goods Review, No, 26 
(November, 1958), p . l I J j emphasis added.
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has issued  fo r th  in d ir e c t ly  from lo n g -liv ed  a s se ts  funds d ep rec ia tin g
and which are p re se n tly  a v a ila b le  in  c u r re n t funds in flo w s.
In  th e  p resen t C hapter, d ep re c ia tio n  computed to  th e  base o f
20economic funds committed has no t been allowed to  e n te r  in to  d ep rec i­
a tio n  comouted fo r  tax  purposes because i t  is  no t allowed under the  
Code. In the  rem ainder of th e  paper, un less o therw ise in d ic a ted  or
d iscu ssed , co s t values and d e p rec ia tio n  the reon  is  understood to  be
21defined  as In e a r l i e r  ch ap te rs . When co n s id e ra tio n s  of th e  o resen t
C h a o t e r  e n t e r  i n t o  t h e  d i s c u s s i o n  a t  s u c h  s u b s e q u e n t  p o i n t s  t h e y  a r e
q u a lif ie d  by these  p r io r  d e f in i t io n s  of co s t v a lu es  and d e p re c ia tio n .
The cau tio n  which should d i r e c t  th e  approach to  p resen t m a te ria l and
i t s  subsequent use i s  su c c in c tly  expressed by Homgren:
Income taxes are  sometimes too  in f lu e n t ia l  in  business d e c is io n s . 
T heir e f f e c ts  may be overem phasised. The ogre o f the income tax  
may reduce th e  emphasis on e f f ic ie n c y  and may unduly hamper r i s k  
ta k in g . The income ta x  i s  only one of a number o f  v a r ia b le s  th a t  
bea r on business a d m in is tra tio n .22
20£WC f. an te , d ep rec ia tio n  computed in  Figure 6 , page 1*1, and the  
accompanying d isc u ss io n .
21Cf. a n te , "S u m aries"  to  Chapters I I  and I I I ,  pp. and
53-51*, re s p e c tiv e ly .
22C harles T. Horngren, Accounting fo r  Management C on tro l: An
In tro d u c tio n  (Englewood C l i f f s ,  V. J . : P re n tic e -H a ll, T nc ., 1965), 
p . 1*52.
CHAPTER VI
ACCOUNTING THROUGH BUDGETING AIDS IN AND GIVES EXPRESSION TO 
MANAGEMENT DECISIONS DEFINING LONG-LIVED ASSETS FUNDS
In  the p rev ious ch ap te rs  emphasis on funds has been based p r i ­
m arily  to  the  c l a s s i f i c a t i o n  o f  funds by n a tu re  and th e  id e n t i f ic a t io n  
o f in flow s defined  in  terms o f th e  n a tu re s  o f  th e  outflow s recouped 
w ith in  the  revenue stream . F igure  17 below p ic tu re s  th e se  funds flo w s.
F igure 17
EMPHASIS ON FUNDS BY NATURE 
FLCV.TNG WITHIN THE OPERATIONAL ACTIVITY OF THE FIRM
Costs o f 
a c t iv i ty  
( re g u la r  St 
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♦ I n i t i a l l y  id e n t i f ie d  as c o s t v a lu es  o f  th e  lo n g - liv e d  a s s e ts  
funds; in  subsequent movement in  funds flow s, d es ig n a ted  as 
d e p re c ia tio n  funds i n  funds outflow s ( c o s t s ) ,  as recouped 
d e p re c ia tio n  funds in  funds Inflow s (re v en u e s), c f .  a n te .  
pp. 9 f f .
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The theory  o f  a n a ly s is  underly ing  the  doub le -en try  system  of account­
ing lends i t s e l f  very w e ll t o  th e  observ ing  and describ in g  o f such 
movement o r flu x  o f funds.^  Ordinary v e rb a l d e s c r ip t io n  g en e ra lly  is  
le s s  than  adequate in  cap tu rin g  th i s  essence o f  movement. Even p ic ­
t o r i a l  re p re se n ta tio n s  do not cap tu re  com pletely  t h i s  f lu x  o f f in a n ­
c i a l  resou rces w ith in  the firm . Although d ep ic tin g  th i s  movement, 
F igure 17 to  a degree lo se s  th e  depth of the problem -  the  a s se ts  
( th in g s )  and t h e i r  continuance on th e  one hand w ith in  th e  dimension of 
time and t h e i r  f lu x  on th e  o th e r hand as defined  in  term s of expenses 
and revenues w ith in  th e  dimension of a c t i v i t y .  In  th e  F igu re , however, 
such i s  n o t com pletely  l o s t  i f  i t  i s  s tu d ied  more c lo s e ly . The aye 
must perce ive  th a t  i f  th e  c i r c le s  a re  extended they would n o t be con­
c e n tr ic  b u t r a th e r  s p l r a l ln g  outw ardly, assuming dynamic co n d itio n s of 
growth and p r o f i t a b i l i t y .
The p re sen t C hapter, s t i l l  con tinu ing  w ith  th e  concept of funds 
flows id e n t i f ie d  w ith  lo n g -liv e d  a s s e ts  through commitment to  such
lA t the  f i r s t  s t e p ,  the a c q u is it io n  o f lo n g -liv ed  a s s e t s ,  in  
terms o f d e b i t s ,  i s  o f f s e t  o r  coun ter-balanced  by the displacem ent or 
decrease in  o th e r a s s e ts ,  In  term s o f c r e d i t s .  ( I t  i s  to  be re c a lle d  
th a t  deb t financ ing  in  t h e  a c q u is it io n  of a s s e ts  i s  n o t considered  in  
th i s  p a p e r .) As th e se  d u rab le , y e t  consumable, a sse ts  decrease in  
value through u t i l i s a t i o n  (as w ell as observable d e n ig ra tio n  through 
encroachments o f  time and tech n o lo g ica l advances), the d e b it  o f  analy­
s i s  serves as  a d im inu tion , o r  o f f s e t ,  o f th e  eq u ity  in  a s s e ts  inflow s 
rep resen ted  by th e  revenue c re d i ts  o f  a n a ly s is .  The revenues are 
reco g n itio n  e f  c u rre n t in flo w s in  a s s e ts  r e s u l t in g  from the pain  of 
decrements in  a s s e ts  expended fo r  th e  purpose o f  recouping such p lus 
an economic increm ent. C f. T u ji I J l r i ,  The Foundations of Accounting 
Measurement (Englewood C l i f f s ,  N, J . i  P re n tic e -H a ll, i n c . ,  IV 6 /), 
p a r t ic u la r ly  Chapter 5 , pp. 101-115} and Colin Park and John W» Gladson, 
Working C a p ita l (New Torkt The Macmillan Conpary, 1963), pp . 21-22.
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n a tu re , i s  based p r im a r ily  to  th e  c l a s s i f i c a t io n  o f fUnds by type o f 
flow . The prim ary funds flow s a re  funds outflow s ( c o s ts )  and funds 
in flow s (rev en u es); F igure  18 below serves to  emphasize th e se  f lo w s . 
The two movements occur co n c u rren tly  and con tinuously  th rough  tim e
F ig u re  18
EMPHASIS ON FUNDS Ff FLOW 
AS DEFINED BY MANAGEMENT'S ACTIONS 
EXPRESSED THROUGH BUDGETING
Demand,
C osts o f  
a c t iv i ty
Depr.
funds
C red ito r
funds
investm ents
Dividends Tjwner funds 
co n tr ib u tio n s





within varying degrees of activity.^ The present focus shifts from
the nature of funds flows to the defining of the costs outflows by
^ f. ante, footnote 52, page 81.
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management's a c tio n s  fo rm a lly  expressed w ith in  th e  framework o f a 
fu n c tio n a l o u tp u t o f  acco u n tin g , budgeting* P re sen t purposes neces­
s i t a t e  the  c o n s id e ra tio n  o f  both  c a p i ta l  budgeting  and o p e ra tio n a l 
budgeting . The emphasis on d e f in i t io n  o f Inflows by natu re  n e c e s s a r ily  
w i l l  be b as ic  to  p re sen t co n s id e ra tio n s  of the  d ir e c t iv e s  Issu in g  from 
management. The inner c i r c l e  o f funds of the firm  in  Figure 18 above,
i . e . ,  funds by n a tu re , i s  th e  same as i l l u s t r a t e d  in  Figure 17 and is  
con tained  w ith in  the c i r c l e  d efin in g  them by flow . This g raph ic  p re­
s e n ta tio n  i s  in tended  to t
(1 ) re-em phasise th a t  accounting d ea ls  w ith  t o t a l  flows (a s s e ts )  
and, th e re fo re ,  management through accounting should be 
k ep t co g n isan t th a t  i t  too d ea ls  w ith a s s e ts  in  t o t a l ,
and
(2) re-em phasise th a t  th e  techniques commonly employed in  
c a p i ta l  and o p e ra tio n a l budgeting do encompass th e  t o t a l  
a s s e ts  flows and a lso  a s s e ts  flows by n a tu re ,^
Since budgets prepared by accounting give exp ression  to  and a 
b a s is  o f  ev a lu a tio n  o f management’s d ec is iv e  a c tio n s , th e re  a re  c e r ­
ta in  f a c to rs  to  be no ted  which u n d e rlie  a l l  o f  management’s d e c is io n s j 
varying degrees of cognisance and c o n tro l of th ese  f a c to rs  a f f e c t  such 
a c tio n s . These fa c to rs  are  b as ic  t o  the p re sen t e x p o s itio n  and,
*Cf. a n te ,  page 11 and page 63.
^The genera l de-emphasis o f  th e  t o t a l  a s s e ts  flew s ty  natu re  
through p ass iv e  acknowledgment has been noted p rev io u sly . C f. a n te , 
op. U-6 and p o in t U, pp . 77-78.
th e re fo re ,  should be enum erated.^ The approaching o f such a l i s t i n g  
o f f a c to rs  i s  w ell accom plished, f i r s t ,  by re fe ren ce  to  th e  sources 
o f funds i**
(1) Owners -  t h e i r  in te r e s t s  and in flu en ces  l i e  w ith in  the  
spheres of p r o f i t a b i l i t y ,  s t a b i l i t y ,  growth and market 
p o s i t io n s .
(2) C red ito rs  -  t h e i r  in te r e s t s  and in flu en ces approach th e  
same spheres o f i n t e r e s t  a s  those  o f owners b u t  from a 
d i f f e r e n t  d ire c t io n ;  s t a b i l i t y  and maintenance of c a p i ta l  -  
these  provide a margin of s a fe ty ;  earn ings -  these  secure 
the debt commitments made; growth and market p o s itio n s  -  
th e se  find  r e f le c t io n  in  renewed and extended ap p lic a tio n s  
fo r  c r e d i t .
(3) and (b ) Actions o f managers and opera tions -  the  ac tio n s
of management and opera tions producing th e  r e s u l t s  o f  such 
ac tio n s are  d i r e c t  re f le c t io n s  of th e  o b jec ts  o f  in te r e s t  
and in f lu e n c e  o f th e  owners and c r e d i to r s .  Here account­
ing  should be d ire c te d  to  a id  in  th e  a tta inm en t o f these  
g o a ls .
c
^In  a previous d isc u ss io n , see pages 83-8U, th e  environments of 
firm  a c t iv i t y  were o u tlin e d t in te r n a l ,  e x te rn a l-co m p e titiv e , and 
ex te rn a l-p o litico -ec o n c ra ic . These environments o f firm  a c t iv i ty  en­
compass the fa c to rs  to  be e lab o ra te d  upon in  th e  p resen t d isc u ss io n ; 
i t  was n o ted , and comes to  bear in  p re se n t c o n s id e ra tio n s , t h a t  th e  
degree o f d e f in i t io n  th e  f irm 's  management has over th e se  environments 
v a rie s  from one to  th e  o th e r .
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A second approach expands the p re se n t enum eration of fa c to rs  
b a s ic  to  management's a c tio n s  and d ec is io n s  to  inc lude  th e  in t e r e s t  of 
employees and custom ers, who, i t  can be claim ed reasonab ly , u ltim a te ly  
sh a re  th e  same in te r e s ts  as those who provide th e  prim ary sou rces o f 
funds fo r  th e  firm . Always deserving of sp e c ia l a t te n t io n  and note is  
th e  a ll-p e rv a d in g  in te r e s t  and in flu en ce  of government; a t  d i f f e r e n t  
tim es and under various c o n d itio n s , government assumes a l l  f a c e s ,  from 
custom er, to  manager, to  c r e d i to r ,  to  a sh a re r  in  the  p ro f i t s  of th e  
firm .
The above f a c to r s ,  as su ch , do n o t need to  be belabored  -  they  
are o ffe red  as background to  th e  continued tra c in g  of one segment o f  
t o t a l  funds, le n g -liv e d  a s se ts  funds and t h e i r  cy c le . The p resen t 
po in t o f  a s s e ts  fluids flows being examined i s  management's d ec is io n s 
and a c tio n s  as they  a f f e c t  th e  course of th e se  lo n g -liv e d  a s se ts  funds 
subsequent to  being recouped.? F i r s t ,  management's d e lib e ra tio n s  
necessary  to  a r r iv e  a t  th e  dec isions to  is su e  s p e c if ic  d ir e c t iv e s  
fin d s  exp ression  through c a p i ta l  budgeting techniques o f accoun ting . 
Second, these  d ir e c t iv e s  are  in co rp o ra ted  in to  a working p lan  fo r  th e  
firm  known as o p e ra tio n a l ( f in a n c ia l)  budgeting ,
Q
D ooisl— 1 o a p i ta l  b m d g e ti^ . A conscious management makes s e le c t iv e ly
?Cf. a n ts ,  p o in t "D* in  funds f lo w s , Figure 1 , page 19,
g
Conscious * "1 . Sharing a n o th e r 's  knowledge or awareness o f 
som eth ing |w Webster's New C o lleg ia te  D ic tionary  based on Web s t e r 's  
Mew In te rn a tio n a l  'tflCctionanr. second e d i t io n  (S p r in g f ie ld , K ass'.t 
Q. & fc. herrlam  C o ., P u b U sn ers , 19l*9).
n o
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r a t io n a l  d e c is io n s , ' The underly ing  premise of th is  c h a p te r , t t e r e f o r e ,  
i s  th a t  s e le c t iv e  r a t io n a l i t y  in  c a p i ta l  budgeting stems from a con­
sc io u s , knowledgeable ap o rec ia tio n  of the p e r t in e n t  f a c t s ,  in  th e i r  
ra m if ic a tio n s , about c a p i ta l  as informed and aided by accounting . The 
problem invo lv ing  th e  m aintenance, expansion and co n tra c tio n  of c a p ita l  
is  a tw o-sided  co in . The two s id e s  o f the p re se n t coin a r e :  ( l )  the
evolving of the investm ent d e c is io n , and (2 ) th e  fin an c in g  d e c is io n . ^  
D elib era tio n s in  t h i s  study »re  w ith  re fe ren ce  to  th e  investm ent de­
c is io n  a s p e c t , to  w hich, w ith in  the  l a s t  decade and a h a l f ,  accountants 
have been co n trib u tin g  much w ith in  the  framework o f what g en e ra lly  i s  
re fe rre d  to  as c a p i ta l  budgeting .
The techniques of c a p i ta l  budgeting  -  sane of them o ld  and some, 
new -  encompass th e  coiwnitted funds traced  to  th is  p o in t . For p rese n t 
co n s id era tio n s th e  p o in t of in t e r e s t  i s  s h if te d  from th e  r e -e n try  of 
th e se  funds in to  th e  firm  in  th e  revenue stream  to  the  committing and
^Cf. the  use of " s e le c t iv e ly  r a t io n a l  d ec is io n s"  to  Anton in  
d iscu ss in g  th e  emphatic emerging o f p ro fe ss io n a l management as a r e ­
s u l t  o f the d ivorce between ownership and c o n tro l when he l i s t s  as one 
of th e  e f f e c t s  from th is  development " . . .  a g re a te r  p ro c l iv i ty  fo r 
r a t io n a l i ty  . . . "  H ector R. Anton, Accounting f o r  the Flow o f Funds 
(Mew York: Houghton M iff lin  Company, 1962J, p. 3; "to Rittm ann, who
d iscusses th e  trend  in  investm ent decision-m aking problems toward a  
"framework o f r a t io n a l ,  system atic  a n a ly s is .  • • • o f r a t io n a l  de­
c is io n s ."  F. Ritzmann, "Investm ent Decision-making Problems,"  Jo u rn a l 
UEC, Issu e  No, 3 (D R sseldorf, 1 s t  J u ly , 1967), p ,  161:} and to  Chambers1 
" r a t io n a l i ty  o f a c tio n "  q u a lif ie d  by h is  fo o tn o te , Raymond J ,  Chambers, 
Ac coun ting , E valuation  and Economic Behavior (Englewood C l i f f s ,  N. J . i  
Pren t i c  e -H a ll, i n c . ,  19?67, p . 1*6 and fo o tn o te  9 , page 1*6.
^°Cf, C harles T. Homgren, C ost A ccounting, A M anagerial 
Emphasis, second e d it io n  (Englewood C l i f f s ,  N. J ,  t P re n tic e -H a ll,
TncT, 1967), p. $16.
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rp-com m itting o f th e  funds and c re a tin g  th e  source-head o f the long- 
liv e d  a sse ts  funds flow s. In most d isco u rses  on th e  p resen t to p ic  the 
techniques most commonly covered a re !
(1 ) Payback period (fre q u e n tly  re fe r re d  to  as tu rnover or 
payout p e r io d ) ;
(2) P r o f i t a b i l i t y  Index (known a lso  as excess p resen t value 
index );
(3) Rate of re tu rn ; and
(U) D iscounted cash flow approaches
A ll d ea l b a s ic a l ly  w ith  funds flow s; th e  prim ary goal i s  the maximi­
z a tio n  of n e t ,  lo n g -ru n , l iq u id  funds in flo w s. In  a c a p i t a l i s t i c  
economy th e re  i s  no q u a rre l w ith  th e  goal; from tim e to  tim e, however,
c e r ta in  a sp ec ts  o f th e  ach iev ing  o f th e  goal need to  be re-em phasized
so th a t  th e  goal I t s e l f  i s  b e t t e r  understood and perhaps more e a s i ly  
achieved as a r e s u l t  of such understand ing . A funds I d e n t i f ic a t io n  
approach i s  being taken  because n e t inflow s most g en e ra lly  a re  over­
emphasized to  the e x te n t th a t  th e  p r in c ip a l  employed lo se s  i t s  id e n t i ty  
u l t im a te ly , i t s  recoupment in  t o t a l  in flow s i s  im plied ra th e r  than 
e x p l i c i t ly  emphasised fo r  management*
**Cf. Horngren. ib id . ; Gordon S h illin g la w , Cost A ccountlng. 
A nalysis and C ontro l (Homewood, I l l in o i s *  R ichard t). Irw in , IncT, 
ly o y ;; James M. Fremgen, M anagerial Cost A nalysis (Homewood, I l l in o is *  
Richard D. Irw in , I n c . ,  1966J; Harold M erm an, J r . ,  Topics in  Cost 
Accounting and D ecisions (New York: McGraw-Hill Book: Company, 1963)J
rfarold Bierman, J r .  and S. SmLdt, The C ap ita l Budgeting D ecision , 
second e d i t io n  (New York: The Macmillan C o ., 19boJt and Contemporary
Issu e s  in  Cost A ccounting, A D isc ip lin e  in  T ra n s itio n , e d ite d  by 
Hector H7 Anton and P e te r  AT Firm in (Wew“T ork j ftoughton M iff lin  
Cong>any, 1966), p a r t  seven , "C ap ita l Budgeting and Rate of R eturn ."
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Flgrtesk periods and t in  p ro fita b ility  index* Two measures long used 
to  answer the owners' q u estio n  addressed to  management, and th e  manage­
m ent's q uestion  addressed to  acco u n tan ts , "how w i l l  the firm  fa re  w ith  
such and such a c a p i ta l  investm ent?" are  the payback com putation and 
th e  p r o f i t a b i l i t y  index . The question  i s  r e a l ly  a tw o-faceted  q uestion :
(1) "Can economic (purchasing) power be m aintained?" and (2) "Can 
such power be augmented o r w i l l  any o f i t  be lo s t? "
The payback com putation answers th i s  q uestion  from the  aspect 
of how long i t  tak es  to  recoup th e  consultted funds. Prom a funds flows 
p o in t o f view the com putation t r i e s  to  d efin e  the  span o f  time from 
codinitment of liq u id  funds to  a lo n g -liv e d  a s s e t  id e n t i ty  to  the r e ­
coupment o f such funds in  a l iq u id  Inflow , i . e . ,  th e  le n g th  o f the  
r is k  p e rio d . As an answer i t  i s  inadequate in  th a t  i t  addresses i t s e l f  
to  only  the  f i r s t  f a c e t  of th e  q u es tio n . From a funds flows tra c in g  
and a n a ly s is  course the  payout perio d  does emphasize commitment of 
funds to  th e  p a r t ic u la r  id e n t i ty  o f lo n g -liv e d  a s s e ts .  The payback 
com putation a lso  ra is e s  th e  r e la te d  q u es tio n , upon recoupment should 
subsequent coim itm ent be to  th e  same fu n c tio n a l cap ac ity ?  I f  main­
ta in in g  c a p i ta l  Im plies the  m ain ta in ing  o f purchasing power capable 
of recouping i t s e l f  p lu s  an increm ent, then  th e re  i s  more than ju s t  a 
h in t  in  th is  com putation o f th e  p ly s lc a l  p la n t  the firm  has and i s  
using  in  such economic endeavor. The payback com putation, w ith i t s  
emphasis on the  t i r o  maintenance o f purchasing power, does not expand 
to  in c lu d e  the economic increm ent f a c e t  o f th e  above q u es tio n ; i t s  
emphasis i s  not on t o t a l  fUnds inflow s b u t on ly  on th e  recoupment o f
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lo n g -liv e d  a s s e ts  funds w ith in  t h e i r  time dimension w ith o u t any con­
s id e ra tio n  o f economic increm ents. The answer the payback com putation 
gives alone i s  not conducive to  manager®# much le s s  owners and c re d i­
to r s  wanting to  commence or to  continue th e  investm ent being  analysed ,
A fa m ilia r  r a t io  i s  th e  p r o f i t a b i l i ty  or excess p resen t value 
index . As g en e ra lly  used th i s  index addresses i t s e l f  to  th e  o th e r 
f a c e t  o f the above posed q uestion  w h ile , in  f a c t ,  answering both 
f a c e ts .  Underlying th is  technique is  th e  concept of fu tu re  funds in ­
flow s, comprised of o r ig in a l  co s t value p lu s the earned increm ent ex­
p ec ted , d iscounted  in to  terms of p re sen t v a lu e . The index computed 
compares th e  d iscounted  fu tu re  funds in flow s expected to  the o r ig in a l  
co s t v a lu es . The p r o f i t a b i l i t y  index was used as th e  b a s is  of th e  
p re se n ta tio n  in  Figure 16, page 9£. The ru le  of thumb fo r in te rp re t in g  
such index in  a "consider-don1t  consider" in v estin g  d ec is io n  i s  i f  th e  
index i s  equal to  one the r a te  o f r e tu r n  i s  the  ta rg e t  r a te  o f r e tu rn , 
o r i f  g re a te r  th an  one, th e  r a te  of r e tu rn  i s  g re a te r  than th e  ta rg e t  
r a te  (and, r e la t iv e ly  speak ing , by how much th e  expected re tu rn  exceeds 
the  ta rg e t  r a t e ) .  On th e  o th e r hand, co n s id er th e  10-year liv e d  a s s e t ,  
under C onditions "C" of f ig u re  16, w ith  a p r o f i t a b i l i ty  index o f 0,97* 
This index says th a t  the  Investm ent conmitment of $1*75,000 o f outflow s 
a f te r  the investm ent c r e d i t  w i l l  not r e tu rn  inflow s a f t e r  taxes equal 
to  the  sum of o r ig in a l  investm ent (outIfow e) plus a minimum te n  percen t 
increm ent. In te rp o la t io n  w i l l  answer the question  as to  what th e  In -  
c ro n en t is , rep resen ted  fcy th e  index -  i t  equals approxim ately a 9*3l£ 
r e tu rn . Tor th e  t r a c e r  of lo n g -liv ed  a s s e ts  funds th e  r e s u l t s  a re
I l l ;
b e t t e r  s ta te d :  consnitted funds recouped, 100%, p lus an o v e r -a l l  in c re ­
ment of 9.31%. Even under cond itions where the p r o f i t a b i l i t y  index 
exceeds one, th e  purposes o f  the t r a c e r  of lo n g -liv e d  a s se ts  funds are 
b e t t e r  served i f  the magnitude of the o v e r -a l l  increm ent is  vo iced .
For example, r e f e r r in g  to  Figure 16 ag a in , under co n d itio n s "D ,w fo r  
the  10-year l iv e d  a s s e t ,  through in te rp o la t io n ,  th e  p r o f i t a b i l i t y  in ­
dex of 1.229 i s  revea led  to  be an in d i r e c t  sta tem ent o f expec ta tions
th a t  committed funds w i l l  be recouped 100% plus an o v e r -a l l  increm ent
12of approxim ately  15.9^.
The emphasis in tended  here i s  th a t  th is  technique o f the p r o f i t ­
a b i l i t y  index in h e re n tly  Includes co n s id e ra tio n s  o f the o r ig in a l  ftmds 
committed sin ce  they a re  the base to  which the  inflow s a re  compared.
In  tra c in g  funds flows and a ttem p ting  to  emphasize fo r  management th a t
12Both S h illin g law  and Fremgen employ th e  techn ique of in t e r ­
p o la tio n  in  t h e i r  d iscu ss io n s  o f d iscounted  r a te s  of re tu rn  and p resen t 
v a lu es , both  of which are  basic  to  a sta tem ent o f th e  p r o f i t a b i l i t y  
index. Vide S h illin g law , i b i d . ,  pp . 6 lh -6 l6 , and FTemgen, ib id . ,
p n .  3 6 7 - 5 7 3 7
Regarding th e  above two examples o f in te ro o la t io n  -  they a re  
examples o f in te rp o la t in g  in  in d iv id u a l, exclusive s i tu a t io n s  and in  
no way i s  any comparison between the two in ten d ed . I t  i s  to  be borne 
in  mind th a t  a l l  d iscu ssio n s in  th i s  p aper, inc lud ing  p resen t d is ­
cu ss io n , do no t d e a l  w ith  a l te rn a t iv e s  ( c f .  a n te , pages 16-17) b u t 
could conceivably  be an a l te r n a t iv e  technique in  investm ent and /o r 
re -in v estm en t d e c is io n s . In  such s i tu a t io n s  fo r  p re se n t suggestions 
to  be in co rp o ra ted  as an a l te r n a t iv e  i t  i s  to  be emphasised s tro n g ly  
th a t  when comparing p r o f i t a b i l i t y  in d ic e s  between a l te r n a t iv e s ,  the 
r e la t iv e  l iv e s  o f th e  a l te rn a t iv e s  should be approxim ately the same.
To emphasise th i s  p o in t, co n s id er again  the co nd itions o f  MCn of 
F igure 16 -  i t  has been noted th a t  the p r o f i t a b i l i t y  index fo r  an 8- 
y ea r l i f e  i s  0 .91  and fo r  a 10-year l i f e ,  0 ,97 . In d ice s  fo r  a 5 -y ea r , 
a 15-y e a r  and a 20-year l i f e  would be 0 .8 0 , 1.07 and 1 .1 2 , re sp e c tiv e ly . 
P r o f i t a b i l i t y  index comparisons should be only between a l te r n a t iv e s  
having r e l a t iv e ly  the same l i f e .
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i t  (management) deals n o t w ith n e t flows bu t w ith  t o t a l  a s s e ts  flow s, 
accountants emoloying th e  p r o f i t a b i l i ty  index in  c a p i ta l  budgeting 
should c l a r i f y  th a t  th i s  technique does d ea l w ith th e  two fa c e ts  of 
the q u es tio n , "how w ill  the firm  fa re  w ith  such and such a c a p ita l  
investm ent?" -  i t  considers maintenance of th e  o r ig in a l  economic quantum 
p lus an economic increm ent.
Rat* a f return. One o f th e  o ld e s t and most fa m ilia r  r a t io s  used in  
measuring p r o f i t a b i l i ty  i s  the r a te  of re tu rn  and which, under se v e ra l 
gu ises ( v a r ia t io n s ) ,  has been adapted to  c a p i ta l  budgeting procedures.
In th e  previous d iscu ss io n  on the p r o f i t a b i l i ty  index a d iscount r a te
was employed to  d isco u n t expected fu tu re  funds inflow s to  the p resen t
fo r nurpoaes o f comoarison to  p resen t funds outflow s; in te rp o la tio n  
emabled a stem ent o f  approximate r a te  of re tu rn . In th e  follow ing 
paragraphs the  r a te  of re tu rn  is  d iscovered  to  be adapted to  a ro le  
in  th e  d iscounted  cash flows approaches. B ierm an's th re e  in te rp r e ­
ta tio n s  o f th e  ra te  o f re tu rn  in  c a p i ta l  budgeting a re :
(1) " . . .  i s  th a t  r a te  of d isco u n t ( in te r e s t )  which . • • 
r e s u l t s  in  th e  a lg eb ra ic  sum of th e  p resen t value of cash 
o u tlay s  and the p resen t value of cash proceeds coming to  
ze ro . n
(2) • . i s  the r a te  of growth o f the investm ent."
(3) " . . .  i s  the h ighest r a te  of I n te r e s t  th a t  we could pay
fo r  borrowed funds to  fin an ce  the investm ent being  con­
s id e re d  and be no worse o ff  than  i f  we d id  no t undertake 
the Investm en t."13
In te rp re ta t io n s  one and th ree  above a re  most u t i l i t a r i a n  in  replacem ent
13B ie r r a a n ,  o £ .  c i t . ,  p .  1 2 0 .
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d ec is io n s  where an in d ic a tio n  o f th e  maintenance of fu n c tio n a l cap ac ity  
fo r  continuance of th e  s ta tu s  quo in  the e x te rn a l-co m p e titiv e  environ­
ment i s  needed. In te rp re ta t io n  two allow s an a ly s is  o f expansion in v e s t­
ment fo r  rigourous competing and advancement in  the ex te rn a l-co m p e titiv e  
environm ent, when the genera l in te n t  is  la rg e r  economic increm ent mar­
g in s , g en e ra lly  under co nd itions of higher investm ent r i s k .  Once ag a in , 
fo r  em phasis, th e  p r in c ip a l  amount of funds court!tted  i s  th e  p iv o t of 
the a n a ly s is ,  reg a rd le ss  of which of the above po in ts of view is  most 
ap p licab le  in  the p a r t ic u la r  a n a ly s is ,  and im p lies the d e s ire d  in te n t  
of recoupment o f  p r in c ip a l ,  of s a fe ty  of p r in c ip a l .  R efe rring  to  
Figure l i t ,  page 67, i t  i s  suggested th a t  th e  funds id e n t i f ic a t io n  fo r ­
mat, providing fo r  id e n t i f ic a t io n  of the type of funds inflow s in  to ta l  
in flo w s, i s  a re p o r tin g  o f th is  in te n t  of recoupment r e a l iz e d .
DlaeMiUd o t ih  flaw < p p r n e h i i . The con ten ts of Figure 8 , page $0,
can be used to  i l l u s t r a t e  the two most common approaches to  discounted 
cash flows as a technique used in  c a p i ta l  budgeting . As o r ig in a l ly  
p resen ted  and d iscu ssed , the n e t p re sen t value approach was employed in  
evolving th e  i l l u s t r a t i o n ;  by way o f e lab o ra tio n  considers
Estim ated P resen t value T o ta l
n e t revenue o f *1 d iscoun ted  p re se n t value 
Year c o n trib u tio n s  a t  IX>% o f  inflow s
1 . . . 8 3,000 ........................  0.9091 . . . .  $ 2,727
2 . . . 2,800   0 .8261* . . . .  2,311*
3 • • • 2,600   0.7513 . . . .  1,951*
1* , . . 2,1*00   0.6830 . . . .  1,639
5 . . . 2 ,2C O   0.6209 . . . .  1.366
> 10,000
In o th e r  w ords, th e  p re se n t value of fu tu re  Inflow s d iscoun ted  to  th e
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p re se n t equates to  th e  c o s t o f th e  investm ent -  recoupment o f p r in c ip a l  
p lus an increm ent of 10% on funds invested  i s  in d ic a te d .
The o th e r  common approach, g en e ra lly  r e f e r re d  to  as th e  d i s ­
counted r a te  of r e tu r n ,^* in  th e  circum stances underlying the above 
i l l u s t r a t i o n  would have confron ted  the a n a ly s t w ith  th e  follow ing 
eq u a tio n : $10,000 -  $3,000(F1 ) ♦ $2,800(F2) + $2,600{F3 ) ♦ $2,h00(F^)
+ $2,200(Fcj), where F equals th e  f a c to rs  o f the p re se n t value o f one 
fo r  th e  successive  periods ( in d ic a te d  by the s u b s c r ip ts )  o f es tim ated  
economic l i f e  of the investm ent. This would have meant referen ces to  
p resen t value ta b le s  and the s u b s t i tu t io n  by t r i a l  and e r ro r  o f fa c to rs  
in  th e  form ula and, moat p robab ly , the need fo r in te rp o la tio n s  befo re  
s a t i s f a c to r y  s o lu t io n  of the equation  could be ob ta in ed . The f i r s t  
approach assumes an accep tab le  c u t-o f f  r a t e ;  in  th e  l a t t e r ,  th e  r a te  
is  unknown and must be commuted fo r  comparison to  what 13 construed  as 
an accep tab le  r a t e .  Once a g a in , fo r  p re se n t purposes o f  em phasis, th e  
bases of comparison are  i n i t i a l  commitments o f funds to  th e  id e n t i ty  
of th e  investm en ts . This d e s ire d  emphasis in  th i s  paper i s  su c c in c tly  
expressed  by Homgren when he sayst
• ,  , [ a ]  m ajor a sp ec t of the [d iscoun ted ] cash-flow  method i s  i t s  
focus on cash  inflow s and outflow s ra th e r  than  on n e t income as 
computed in  the  conven tional accounting sense* *5
In  th e se  a s s e ts  inflow s a re  recouped d ep rec ia tio n  f u n d s ,^  funds which
^*Also re fe r re d  to  as th e  tim e ad ju sted  r a te  of r e tu r n ,
Homgren, 0£ .  c i t . ,  p . UU2. 
l6 C f. a n te , page 70 and p a r t ic u la r ly ,  fo o tn o te  21,
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had been committed by management, in  th e  p a s t ,  to  an id e n t i ty  as long- 
liv e d  a s s e ts .  At th i s  p o in t ,  accounting by i t s  emphasis should make 
management aware th a t  I t  (management) must decide whether or not such 
id e n t i ty  i s  to be continued (m ain tained ).
Tax effects. In  th e  previous C hap ter, "Legal In cen tiv es  to  Commit 
Funds to  I d e n t i ty  of L ong-lived  A sse ts ,"  some of the major In te rn a l  
Revenue Code p rov isions as a f fe c tin g  lo n g -liv ed  a s s e ts  funds were d i s ­
cussed w ith  th e  in te n t  o f showing th a t  they  do have a very  d e f in i te  
e f f e c t  on the f i rm 's  funds flow s. As was dem onstrated in  Figure 16, 
page 95, j u s t  w ith  re fe ren ce  to  th e  investm ent c r e d i t  and d e p re c ia tio n ,
they  have an e f f e c t  on th e  amount of the inflow s and outflow s and on
17th e  tim ing o f these  flow s. More s p e c i f ic a l ly ,  they !
(1) Augment a v a ila b le  funds in  th e  p re se n t,
(2) Make th ese  augmented increm en ta l inflow s a v a ila b le  as 
employable funds to  the firm ,
(3) Enhance the c r e d i t  r a t in g  o f th e  firm  through making
p o ss ib le  e a r ly  deb t re tire m e n t, and 
(L) Reduce the r is k  p erio d  of committed investm ent through 
f a s te r  recovery*
17Cf. "C urrent d ec is io n s w ith  re sp e c t to  d e p re c ia tio n  methods 
can in flu en ce  fu tu re  p r o f i t s  through th e  tim ing o f  d ep rec ia tio n  ch a rg es . 
P ro f i ts  are  a f fe c te d  by th e  t in e  when funds from d ep rec ia tio n  charges 
become a v a ila b le ,  by th e  postponement o f  cash o u tlay s  fo r  ta x e s , and 
by reducing lo s se s  from f a i lu r e  to  recover f u l l  c o s t  of a s s e t s .  Con­
se q u en tly , th e se  co n s id e ra tio n s  a rc  im portan t in  f in a n c ia l  management 
of a b u s in e ss ."  C urrent P ra c tic e  in  Accounting fo r  D ep rec ia tio n ,  Re- 
search  S eries  ^  [Hew io rk t N atio n a l A ssocia tion  or A ccountants, 
A p ril 1, 1958), pp lii-15 .
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These rank high as e f fe c ts  of the Tax Code p rov isions on inflow s and 
outflow s of lo n g -liv e d  a s s e ts  funds. C onsideration  of these  e f f e c t s , 
as w ell as co n s id e ra tio n s  o f sa lvage v a lu es , a d d itio n a l f i r s t - y e a r  
d ep re c ia tio n !  re ca p tu re  p ro v isio n s and t r a d e - in s ,  a re  (should  be) in ­
co rpora ted  in to  th e  sum of the  d e l ib e ra tio n s  of c a p i ta l  budgeting . 
F u rth e r , subsequent to  the coranitment of funds to  investm ent in  long- 
liv e d  a s s e ts ,  th e  c o n trib u tio n s  of these  e f f e c ts  should be recognized 
and emphasized in  o p e ra tio n a l re p o rtin g  and an a ly ses .
A broad o u tlin e  of accounting se rv in g  management w ith r e f e r ­
ence to  lo n g -liv ed  a s se ts  funds would bei
Management
1, Deciding "what" and "how"
Accounting
1. The i n i t i a l  and continu ing  
investm ent d ec is io n s expressed 
through c a p i ta l  budgeting 
techniques
2. The o p e ra tio n a l p lan  defined  
and expressed  through oper­
a t io n a l  budgets
3 . Reporting o f firm  a c t iv i ty  and 
prov id ing  the  bases fo r  evalu ­
a tin g  such a c t iv i ty  through 
reco rd s , r e p o r ts ,  com parative 
analyses
The con ten ts  of Chapters I I  through V were o rien ted  to  s te p  3 above.
P re sen t c o n s id e ra tio n s . In  a cu rso ry  fa sh io n , have had to  do w ith  the
2. P lanning and the  tim ing of 
th e  "what" and "how" of 
s te p  1
3 . Firm a c t iv i ty
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"what" phase of s te p  1 , or d ec is io n  making. The emphasis in tended i s  
th a t  accoun ting , through i t s  techniques and re p o r ts ,  should make 
management very conscious th a t  i t  (management) must continue to  be 
concerned f i r s t  w ith  th e  maintenance o f purchasing  power committed 
to  lo n g -liv e d  a s s e ts  funds as w ell as what th a t  purchasing power can 
command over and above the p re se rv a tio n  o f i t s e l f .
The f,how" phase of s te p  1 above i s  defined  g en e ra lly  as a 
finance problem, a problem of fin an c in g  management's d e c is io n s . The 
tim ing of re in v estm en t, w ith  emphasis p r im a rily  upon the use of i n t e r ­
n a lly  generated  funds, i s  the theme of the nex t s e c tio n  of th is  c h a p te r , 
"o p e ra tio n a l c a p i ta l  budgeting ."
Operational cap ita l bodgeting. In  th e  U. S . ,  accountants co n v en tio n a lly
18have sought to  a l lo c a te  co s ts  as e s s e n t ia l  to  measuring income. There 
seems to  be no co n tro v ersy  th a t  i f  these c o s ts  outflow s a re  in cu rred  
then Income as measured is*
(1) a t  a minimum a recouping of th ese  co s ts  outflow s i f  the 
s ta tu s  quo i s  m ain ta ined ,
(2 ) a recouping o f these  co s ts  outflow s p lus an Increm ent i f  the  
endeavor i s  " p ro f i ta b le ,"  and
(3 ) d e f ic ie n t  i f  these  c o s ts  outflow s a re  n o t covered bv funds 
In flo w s, revenues.
R eporting in  terms of monetary u n its  varying in  t h e i r  value magnitude
l6 I t  i s  to  be borne in  mind th e  p re se n t paper imputes "economic" 
to  th e  ex p ressio n  " c o s t ,"  c f .  a n te , pp. 20*21 and pp. 3a—35>*
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( th e i r  power to  command goods and se rv ic e s )  more than s tro n g ly  suggests
a need th a t  co s ts  outflow s sta tem ent be couched in  term s o f c u rre n t
command magnitudes of the monetary u n i t  of the  revenue in flo w s.
Since v a lu a tio n  of lo n g -liv ed  a s se ts  may have a s u b s ta n t ia l  e f f e c t  
on measurements ^ reported  n e t income and f in a n c ia l  p o s i t io n ]  con­
ta in e d  In these r e p o r ts ,  i t s  importance i s  unquestioned.
. , . the conceptual need fo r  c u r re n t-c o s t d ep rec ia tio n  in  the 
determ ination  o f income from o rd in ary  opera tions cannot be denied . °
A sta tem ent o f co s ts  outflow s in  c u r re n t monetary eq u iv a len ts  i s  the 
more au to m atica lly  accomplished in  the recording and re p o rtin g  pro­
cesses of accounting th e  more narrow th e  time span between incurrence 
o f th e  s h i f t  in  funds between common a s se ts  funds and lo n g -liv ed  a s se ts  
funds and th e  consumption of the b e n e f i ts  therefrom  as re p o r te d  in  
measuring income. For th e  t r a c e r  o f funds th is  s ta tem en t o f c u rren t 
command magnitudes i s  p a r t ic u la r ly  necessary  in  order th a t  t o t a l  recoup­
ment of c o s ts  outflow s be c le a r ly  d is t in g u ish a b le  in  the revenue in ­
flow s.
There seems to  be no argument In rep o rtin g  working c a p i ta l  iteme 
th a t  th e se  must be recouped in  the inflow s so th a t  they  are  a v a ila b le  
fo r  re u se . For example, lab o r co s ts  need to  be recouped so th a t  they  
may be expended again  in  th e  nex t p e r io d (s )  and fo r  the same se rv ic e  
b e n e f i ts  as long as such are determ ined to  be necessary  fo r  th e  con­
tin u ed  w e ll being o f the firm , J b r th e r ,  i f  lab o r i s  su ccessfu l a t  the
19''Committee on Concepts and Standards -  Long-lived A sse ts , 
American Accounting A sso c ia tio n , "Accounting fo r  Land, B u ild in g s , and 
Equipment, Supplementary S tatem ent No. 1” (supplem entary to  "Accounting 
and R eporting Standards f o r  Corporate Financ i a l  S tatem entst 1957 
R ev is io rf) , The Accounting Review,  V ol. XXXIX, No. 3 ( J u ly , 196U), pp.
693 and 696.
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bargain ing  ta b le  and in  the  subsequent p e rlo d (s )  connands a la rg e r  
ou tflow , then th i s  inc reased  outflow must come e i th e r  from economic 
increm ental in flow s and/or the  reduction  of o ther co s ts  outflow s thus 
r a is in g  th i s  c o s t outflow  to  th e  conmanded le v e l .  This example is  In ­
d ic a tiv e  of the c y c l ic a l  flows of funds from co s ts  outflows to  revenue 
inflow s repeatedly* I t  a lso  i l l u s t r a t e s  th a t  th is  recouping of costs 
outflows must be in  expanded magnitudes in  monetary u n it  term s in  order 
to  assure continuance of th e  fu nction ing  of th e  firm . G enerally  soeak- 
in g , such agreement can be obtained w ith re fe ren ce  to  the o ther neces­
s a r i ly  in cu rred  co s ts  of firm  a c t iv i ty ,  whether they be s t r i c t l y  cash 
ourflows o r whether they  be detoured through a pre-payment phase.
That i s ,  such agreement can be obtained g en era lly  u n t i l  th e  oper­
a t io n a l co s t of d e p re c ia tio n  i s  broached, then  something seems to  prompt 
a balk ing  a t  th i s  l in e  of reasoning app lied  w ith  re fe ren ce  to  th is  par­
t i c u la r  item of eo s ts  outflow s. An answer to  the  problem o f a sc e rta in in g
the command magnitude of the monetary u n its  o f  expression  of d ep rec ia tio n
oni s  l e f t  begging, p a r t ic u la r ly  in  th e  p ra c t ic a l  s i tu a t io n .  As a defense 
on every s id e ,  acme o f th e  sta tem ents rep ea ted ly  heard and read  a r e : 
"d ep re c ia tio n  charges do no t provide funds,"  "even i f  d ep rec ia tio n  
charges a re  no t made th i s  does no t a f f e c t  th e  t o t a l  magnitude of revenue
on
C ontrast to  th e  d ir e c t iv e :  . . i n  order to  continue oper­
a tio n s  w ithout co n tra c tin g  th e  le v e l o f operating  c a p a c ity , exhausted 
se rv ic e s  must be re s to re d ; the re lev an t c o s t of exp ired  se rv ic e s  is  th e  
c u rre n t co s t of r e s to r a t io n .  . . .  D eprecia tion  a t t r ib u ta b le  to  the 
c u r re n t period should be based on th e  c u rre n t (end of period) v a lu e ."  
I b i d . ,  p . 696.
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in flo w s,"  "d ep rec ia tio n  charges a re  only an e s s e n t ia l  elem ent in  meas­
u ring  n e t income*" I t  r e s p e c tfu l ly  i s  subm itted  th a t  the same s t a t e ­
ments a re  ap p licab le  to  a l l  the o th e r  n e c e ssa r ily  in cu rred  co s ts  out­
flows* There i s  no d iffe re n ce  in  say ing , fo r  example, " labo r co s t 
charges do n o t provide funds," "even i f  labor co s ts  charges are not 
made th is  does not a f f e c t  th e  t o t a l  magnitude of revenue in flow s,"  
" lab o r co s ts  charges are  only an e s s e n t ia l  elem ent in  measuring net 
income." A ll these co s ts  have a tim e dimension and a c o n trib u to ry  
e f f e c t  in th e i r  a c t iv i ty  dim ension, e i th e r  a l l  a t  once or over a 
p e rio d (s )  of tim e . V aria tio n s  in  the time and /o r a c t iv i ty  dimensions 
of th e  in d iv id u a l co s t do n o t a l t e r  t h e i r  b as ic  n a tu re , the natu re  of 
a c o s t o f  doing business -  of being committed funds in  t r a n s i t io n  be­
tween lo ss  o f l iq u id i ty  and the flow toward the p o in t where l iq u id i ty  
i s  regained . This n a tu re  i s  ccmmon, only varying in  the dimensions 
of tim e and/or a c t iv i ty ,  one c o s t to  the other*
There may be m e rit in  reasoning  th a t  th e  p e rs is te n c e  in  the 
thought th a t  "d ep rec ia tio n  provides funds," even though rep ea ted ly  
re fu te d  in  convincing paper a f t e r  paper, has a germ of t r u th  in  i t  i f  
pu t in to  i t s  proper p e rsp e c tiv e . The confusion , and th e re fo re  th e  
accu sa tio n  of being f a l s e ,  l i e s  in  th e  wording o f the expression  ra th e r  
than  the s i tu a t io n  which i t  seeks to  define* Change th e  expression  
"d ep rec ia tio n  provides funds" to  "d e p rec ia tio n  d e fin e s  recouped funds" 
and an e n t i r e ly  new l ig h t  i s  thrown on th e  t o t a l  problem. In such 
l ig h t  freq u en tly  encountered o b se rv a tio n s , as the fo llow ing , assume 
new meaning and p e rsp ec tiv e !
12U
H atfie ld  observed -
The presence of an Allowance fo r  D epreciation  account s ig n i f ie s  
. . . th e  s u b s t i tu t io n  o f some new, presumably some f lo a t in g  a s se t 
in  place of p a r t  o f th e  value of one of the f ix ed  a s s e ts .  Whether 
th is  im plies the presence of means to  rep lace  th e  old a s s e t ,  or 
n o t, depends on th e  in te rp r e ta t io n  o f the terms used . . . .  Con­
s t r u c t iv e ly  tKere is  power to rep lace  because of the equivalence 
of A8S6^S #
Avery, although expending h is  e f f o r ts  p rim a rily  in  considering  the
e f f e c ts  of in f la t io n  upon d e p re c ia tio n , observed -
D epreciation  is  recognized  . . .  and becomes a p a r t  of the  cu rren t 
funds to  be used as the management sees f i t .  "However i t  i s  lo g ic a l  
to  presume th a t  s ince  d e p re c ia tio n  i s  an a l lo c a tio n  of fix ed  a s s e t  
c o s t once th e  c o s t of the a s s e t  has been recovered , th e  funds 
should play a p a r t  Tn KeTplng to  f  inance the replacem ent of any 
c a p i ta l  Item i f  th e - Firm I s  to  remain a going concern .22
Trum bull, a lso  concerned w ith in f l a t io n ,  s t i l l  em ohatically  observed
th a t  ir. the r e la t io n s h ip  between d ep rec ia tio n  and the maintenance of
c a p i ta l  -
. . .  th e re  i s  not income (n e t)  u n t i l  c a p i ta l  has beqn m aintained 
ou t of the revenue y ie ld ed  by th e  same c a p i ta l  » . . ^
Jones, in  study ing  th e  e f f e c ts  o f p r ic e  le v e l  changes, observed -
Financing replacem ents is  an im portan t function  and c u rre n t revenues 
o rd in a r ily  a re  th e  major source of funds. Moreover, i t  i s  only  f i t ­
t in g  th a t  the p o rtio n  of revenue re c e ip ts  which c o n s t i tu te  a recovery 
o f expired p la n t co s ts  should be re in v e s ted  in  p la n t asseT s. Tn 
B u d g e tin g p la n te x p e n d itu re s , tK e re fo re , the r e la t io n s h ip  between
2lHenry Rand H a tf ie ld , Accounting. I t s  P rin c ip le s  and Problems 
(New York: D. A ppleton-Century Company, 1927), p. 1W*, "emphasis added.
^ H a rold G. Avery, "D eprecia tion  v s . I n f la t io n ,"  The Accounting 
Review, Vol. XTXVI, No. 1 (Jan u ary , 1961), p . 71, emphasis added.
^W endell ? .  Trumbull, "P rice  Level D eprecia tion  and Replace­
ment C ost,"  The Accounting Review, Vol. XXXIII, No. 1 (Ja rn a iy , 1958), 
p . 26 , emphasis added.
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d e p re c ia tio n  reco v e rie s  and necessary  expenditu res fo r  replacem ents 
i s  no t only in te re s t in g  bu t v i t a l ,
The above group of quo ta tio n s emnhasizes th a t  "d e p re c ia tio n  defines 
recouped funds'* and th a t  th ese  funds, i f  em phatically  recognized and 
rep o rted  as av a ila b le  can be consciously  managed and d ire c te d  to  main­
ta in  the in te g r i ty  of the lo n g -liv ed  a s s e ts  funds* The fu n c tio n  of 
o p e ra tio n a l budgeting i s  to  give exp ression  to  th e  d i r e c t i i ^  of th is  
t r a f f i c  o f funds flow s.
In p ra c t ic e  i t  i s  not too  d i f f i c u l t  to  f in d  lo n g -ran g e , long- 
liv ed  a s s e ts  olans ( f iv e -y e a r  and te n -y e a r  p la n s ) , b u t any type o f 
o p e ra tio n a l budgeting to  give th e se  long-range plans (even i f  subse­
quen tly  m odified) any degree of concre teness i s  no t found as r e a d i ly .
On the  one hand th e re  Is  the long-range p lan  and on the o ther hand th e re  
i s  the c u rre n t budgeting encompassing th e  c u r re n t d ec is io n s  made with 
re fe ren ce  to  c u r re n t investm ent and re investm en t in  lo n g -liv ed  a s s e ts .  
The l a t t e r  i s  In co rpo ra ted  in to  the o p e ra tio n a l budget in  th e  segment 
known as the  c a p i ta l  expend itu res budget. There appears to  be need o f 
a fu r th e r  l in k , a p lan (a  budget p lan ) th a t  would l in k  p re se n t budgets 
and opera tions to  th e  fh tu re ,  to  th e  long-range c a p i ta l  p la n s . Such 
would serve a lso  as a b a s is  fo r  ev a lu a tin g  p rog ress toward th e  fu tu re . 
This lin k  could be c a lle d  o p e ra tio n a l c a p i ta l  budgeting .
The m aster budget has many segments which could supplement oper­
a t io n a l  c a p i t a l  budgeting . Four of th e  components of th e  m aster budget,
^*Halph Coughenour Jones, Effects of Price Level Changes on 
Business Income, Capital and Taxes (American Accounting Association, 
195&J, p, 01, emphasis added.
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fo r  p re sen t purposes, a re  reviewed b r ie f ly  and examined as p o te n tia l  
c o n tr ib u to rs  to  th e  supports in  the b rid g e , o p e ra tio n a l c a p i ta l  bud­
g e tin g , between th e  conception of the long-range plana and th e i r  im ple­
m entation and u ltim a te  re a l iz a tio n *  These components of the m aster 
budget examined are th e  sa le s  budget, the cap ac ity  budget, the c a p i ta l  
expend itu res budget and p a r ts  of the f in a n c ia l  budget,
Salas budget. The p iv o ta l  p o in t of budgeting i s  the s a le s  budget 
(u n less  constra in ed  as noted under th e  c a p ac ity  budget d iscussed  be­
low ). Herein i s  contained the es tim a te  o f the prim aiy revenue inflow s 
which w il l  recoup th e  c o s ts  outflows planned in  r e la t io n  to  th e se  in ­
flows in  the  o th e r  segments of th e  budget. This i s  a lso  an exp ression  
of th e  demand on the fu n c tio n a l c a p a c it ie s  of the firm .
Capacity budget. The ca p ac ity  budget, or th e  le v e l  of a c t iv i ty  e s t i ­
m ate, i s  an in te g ra l  p a r t  of the  p roduction  budget fo r  th e  m anufacturing 
concern. Of n e c e s s ity , i t  surveys th e  fu n c tio n a l cap ac ity  of e x is tin g  
f a c i l i t i e s  in  o rd er to  a s c e r ta in  the a b i l i t y  to  meet the demand ex­
p ressed  in  th e  s a le s  budget. Tliis survey can prove to  be the p re se n t 
c o n s t r a in t ,  mentioned above, on the s a le s  budget.
Capital ■*rM rf< *1111111 badget. R ela tiv e  to  a fo rm ulation  o f fu n c tio n a l 
cap ac ity  req u irem en ts , Including  th e  maintenance and replacem ent o f 
th i s  c a p a c ity , and expansion , th e  lo n g -liv ed  a s s e ts  funds coamitments
^ C f ,  "Replacement o f e x is t in g  equipment which i s  o b so le te  or 
d e te r io ra te d , improving e x is t in g  equipment to  keep ahead of com petition , 
purchasing  new equipment which i s  e s s e n t ia l  fo r  th e  co n tin u a tio n  o f
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to be made within the time span of the master budget evolve in the 
capital expenditures budget.
f tn a n o ia l  budget. The above segments (a long  w ith th e  o th e r segments) 
of th e  m aster o p e ra tio n a l budget must find  re -ex p ress io n  w ith in  the 
f in a n c ia l  budget. The f in a n c ia l  budget 1b o rim arily  a p ro je c tio n  of 
liq u id  funds flow s coord inated  to  meet th e  co s ts  outflow s requirem ents 
as expressed in  the t o t a l  o p e ra tio n a l m aster budget.
SoBBuigr* Take the in d ic a ted  p o in ts  of emphasis from the  above segments 
of th e  o p e ra tio n a l budget as regards lo n g -liv ed  a s s e ts  funds (q u a lif ie d  
and q u a n tif ie d ) ;  these  a re  the framework of an o p e ra tio n a l c a o i ta l
budget. To em phasize, these  p o in ts  a re :
( 1 ) th e  fu n c tio n a l cap ac ity  needs expressed in  th e  demand 
of the s a le s  budget and defined  by the  cap ac ity  budget;
(2) the portion of the capital budget to be activated currently 
as expressed in the capital expenditures budget, and
(3 ) the source and tim ing of th e  fin an c in g  of these  f a c i l i t i e s
as o u tlin ed  in  the  f in a n c ia l  budget.
F u rth e r , the c a p ac ity  budget in d ic a te s  th e  p la n t to  be m aintained and 
the necessary  expansions o f fu n c tio n a l c a p ac ity . Based in  p a r t  on p r io r
existing f a c i l i t i e s ,  are a l l  profit-maintaining investments," and "A 
profit-adding investment is  made for the purpose of bettering the 
p rofit position of a company. These investments include purchases 
which provide new business and expansion into new fields."  Paul A. 
Laederach, 11 Applying Sound Principles to Equipment Replacement Practice," 
W.A.A. B ulletin , Vol. XL (April, 1959), p. 75, emphasis added.
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experience , the "funds id e n t i f ic a t io n  form at" app lied  to  th e  p resen t 
sa le s  budget g ives reasonable approxim ations of funds which w i l l  cur­
r e n tly  be provided fo r maintenance o f fu n c tio n a l capacity  as w e ll as 
p o te n tia l  augm entation from th e  economic increm ental inflow s r e s u lt in g  
from the b e n e f its  a v a ila b le  through ta x  d ep rec ia tio n  allow ances, the
investm ent c r e d i t ,  a d d itio n a l f i r s t - y e a r  d e p re c ia tio n , recap tu re  p ro -
26v is io n s  and tr a d e - in s .  F inancing of expansion beyond maintenance o f 
fu n c tio n a l cao ac ity  is  a f in a n c ia l  management, not an accounting**nanage- 
ment, problem.
26Cf. a n te , "Surnnary" o f Chapter V, pp. 102-103, and c f .  p o s t, 
pp. 1$1 - 1# I
CHAPTER V II
"THE FIRM" -  AN ILLUSTRATIVE PROBLEM 
HINGING ON THE REINVESTMENT OF RECOUPED PETOCIATION FUNDS
The d ire c t io n  and co n tro l o f funds is  the  p iv o ta l  p o in t ,  the 
crux , o f the v a s t m ajo rity  of problems w ith  which management must con­
cern i t s e l f .  In the re so lv in g  of th ese  problems management seeks the 
most p e r tin e n t a l te rn a tiv e s  in  o rder to  have a ch o ice . With reference  
tc  th e  o h y sica l p la n t provid ing  the environment fo r  th e  in te r n a l  a c t iv ­
i t y  of th e  f irm , the d ire c tio n  and c o n tro l o f the p ty s ie a l  p la n t i s  o f
major im portance and concern. The major fa c e ts  of the  problem are*
the  tendency o f the  p h y s ica l p la n t toward d e te r io ra t io n  ( i . e . ,  depre­
c ia t io n  through u t i l i z a t i o n ,  and d en ig ra tio n  through encroachments of 
tim e and te ch n o lo g ica l advances); m aintenance o f th e  r e a l  value of the 
funds so deployed; and th e  recovery  and reemployment o f such v a lu es .
In  the p u rs u it  o f so lu tio n s  to  th i s  problem one a l te rn a tiv e  i s  
the re investm ent o f recouped d e p re c ia tio n  ftinds. Once ag a in , the  
fo llow ing  are to  be borne in  mind*
(1) Value is  a power to  command o ther goods and se rv ic e s ;
(2) Equating c o s t to  th is  concept of value im plies th e  pur­
chasing o f  th e  proceeds o f fu tu re  periods encompassed by 
the economic l i f e  o f th e  a s s e t( s )  fo r  which th e  c o s t  has 
been expended,^ and
^Cf. Harold Bierman, J r . ,  "D epreciable A ssets -  Timing of 
Expense R ecogn ition ,"  The Accounting Review, V ol. XXXVI, No. L (O ctober,
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(3) Maintenance and replacem ent of lo n g -liv ed  a s s e ts  "includes
p
s u b s t i tu t io n  of new f a c i l i t i e s "  as w ell as "improving 
e x is tin g  equipment to  keep ahead o f com petition , (and) pur­
chasing new equipment which is  e s s e n t ia l  fo r  th e  co n tin u - 
a tio n  of e x is t in g  f a c i l i t i e s ,  . . . "
The i n i t i a l  in v e s tig a tio n  o f "The Firm" problem, evolved and 
examined in  th e  ensuing paragraphs, i s  based to :
( 1 ) ^eplacement o f fu n c tio n a l cap ac ity  only upon e x p ira tio n  of 
economic l i f e ,
(2) Recouped d e p re c ia tio n  funds o f th e  i n i t i a l  years are not 
re in v e s ted  in  lo n g -liv e d  a s s e t s ,  and
(3) Subsequent to  th e  i n i t i a l  y ea rs  com prising the economic l i f e ,  
only replacem ent i s  the d ir e c t iv e  of management.
Following the i n i t i a l  in v e s t ig a t io n , a l te r n a te  p o s s ib i l i t i e s  of u t i l ­
iz in g  the recouoed d e p re c ia tio n  funds a re  examined:
(1) Continuous re investm ent of recouped d e p re c ia tio n  funds w ith  
new investm ent co n trib u tio n s  of owners;
(2) Continuous reinvestm ent of recouped d ep rec ia tio n  fbnds w ith ­
out any new investm ent c o n trib u tio n s  by owners; and
1961), p . 6U u Cf. a n te , p . 3 , p . 26, p . 32, d. L18, pp. 87-88, q u a li­
f ic a t io n s  on pp .“ ?7-9B, pp. 108-109, and pp. 115-119.
^Richard L. Smith, Management through Accounting (Englewood C l i f f s ,  
N. J . :  P re n tic e -F a l l ,  I n c . ,  1962J, p .  ^377
''P au l A. Laederach, "Applying Sound P rin c ip le s  to  Equipment Re­
placem ent P ra c t ic e ,"  N.A.A. B u lle t in , V ol. XL (A p ril, 19$9)t P* 75.
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(3) Recouped d ep rec ia tio n  funds are  n o t re in v e s ted  con tinuously  
and no new investm ent c o n trib u tio n s  by owners.
The t r a n s fe r  of funds flows between a s s e ts  ( i . e . ,  c la s se s  of a s s e ts  -  
working c a p i ta l  and lo n g -liv ed  a s s e ts  ) rece iv es D a r tic u la r  enphasis.
"Tbs T i n "  problem . Consider the fo llo w in g : The Firm was e s ta b lish e d
w ith  a minimum investm ent in  lo n g -liv ed  a s s e ts  of $10 ,000  p lus $10,000  
working c a p i ta l  and a guaranteed a d d it io n a l investm ent of $10 ,000  in  
lo n g -liv ed  a s s e ts  in  each of the four subsequent y ea rs  of o p e ra tio n .
I t  was d e s ire d  th a t  by th e  f i f t h  year c a p ac ity  u t i l i z e d  would be a t  
le a s t  &$%j a t  the end o f the f i f t h  year 9$% of c a o ac ity  was being 
u t i l i z e d .  At the  end of the f i f t h  year th e  in te r e s t  vested  was l e f t  
to  the d ire c tio n  of management, which decided  fo r  two years to  operate  
the  th en  p resen t fu n c tio n a l c a p a c ity , such fu n c tio n a l cap ac ity  to  be 
m ain tained . The lo n g -liv ed  a s s e ts  have dem onstrated an economic l i f e  
of f iv e  years and a fu n c tio n a l co n trib u to ry  cap ac ity  aporoxim ating the 
ca rry in g  value p a tte rn  o f the  su m -o f-th e -y ears1 d ig i t s  method^ (which 
i s  a lso  th e  d e p re c ia tio n  method th e  company has e le c te d  to  use fo r  tax  
p u rp o ses). Before proceeding f u r th e r ,  the condensed sta tem ents o f 
revenues and recouped c o s ts  are  p resen ted  in  Figure 19, page 132, and 
condensed sta tem ents of p o s i t io n , Figure 20, page 13b, fo r  The Firm.
The fo llow ing  p o in ts  are  assum ptions underly ing  th ese  s t a t e ­
ments (o th e r  than  a lread y  no ted )i
(1 ) Each y ea r s a le s  have in c reased  approxim ately In  p ro p o rtio n




X " "" X "  " X “  ' ■ ■ ' X
Total "activity" funds inflows $ 16^000 ♦ 30,700 t  1*3.500 •  53,800
Types of "activity" funds Inflows:
Working capital funds -
Cost of goods manufactured
and sold* ......................................................$ 10,500 8 20,100 f  28,500 8 35,300
Other necessarily Incurred
operating co sts ................ 2,170 2,390 2,630 2,890
Recouped depreciation funds** 3,330 6,000 8,000 9,333
FUnds earned for government -
Taxes (22$) ........................ -0- 1*86 961 1.381
Less investment cred it. • lo s t (233) (233) (233)
Incremental activity  inflows -0 - 3,61*2 5*129
Total "activity* funds inflows 9 16,000 L.'1 36,700 f  1*3 75ix) 8 53,80b
For yearsjr---- ~ jr-----x
Total "activity" funds inflows 8 60,800 $ 61*,000 8 6/4,000
Types of "activity" funds inflows:
Working cap ita l funds -  
Cost of goods manufactured
and so ld *   $ 39,900 $ 1x2,000 I  1*2,000
Other necessarily incurred
operating co sts . 3,180 3,500 3,900
Recouped depreciation funds** 10,000 10,000 15,000
Funds earned for government -
Taxes (22$) ......................................  1.698 1.670 1,870
Less investment cred it. • (233) (233) \233]
Incremental activ ity  inflows 6,255 6,663 l,06g
Total "activity" fUnds inflows |  60,600 Q j y g g  * tU XBb
"Time" changes in funds -  
holding gains realised . . . .  L J ig g g
Re-cap of changes in funds:
Incremental activ ity  inflows $ 1,063
Holding gains realised . • . 2,900
Changes in  retained earnings 
wrought through activ ity  and time ^^^96^
•Excludes depreciation.
**Economic depreciation as defined, vide pages 32-33 and 50-51*
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to  the in c rease  in  investm ent of $10,000 made in  each of 
the ensuing four y ea rs  (years two through f iv e )  by the 
ownership eq u ity  but q u a lif ie d  by th e  u t i l i z a t io n  of a v a i l ­
ab le c a p a c ity . U ti l iz a t io n  has increased  by 5% per year 
beginning w ith  a 1S% u t i l i z a t i o n  in  the f i r s t  y ea r (10Q5S 
ca p ac ity  u t i l i z a t i o n  is  th e  o p e ra tio n  le v e l a t ta in e d  fo r  
the s ix th  and seventh y e a r s ) .
(2) Cost of goods manufactured and s o ld , in  the l ig h t  of r e l a ­
t iv e ly  s ta b le  economic co n d itio n s  (see  th e  genera l and 
s p e c if ic  in d ic es  in  Figure 21, page 136), have remained in  
th e  r a t io  to  s a le s  of approxim ately 21:32,
(3) D ep rec ia tio n , as renorted  in  the s ta tem en ts , is  economic 
d ep rec ia tio n  as d* **ined in  Chanter I I I ,  Cost values are  
construed  as c u rre n t c o s t of lo n g -liv e d  a s se ts  funds en­
compassing any chages in  purchasing power as w ell as changes 
in  s p e c if ic  demand fo r  comparable fu n c tio n a l ca p a c ity  (held  
s ta b le  in  the i n i t i a l  years of o pera tion  in  "The Firm" prob­
lem, v ide Figure 21, page 136, c f ,  p o s t , F igure 25, page 156). 
D eprec ia tion  accounting d efin es  th e  q u a n tity  o f th ese  c u r-  
r e n t  c o s ts  as expended per c u r re n t period^ r e f le c te d  in  th e  
sta tem ents o f  revenues and recouped c o s ts ;  r e a l i s t i c a l l y ,  
income taxes have been computed a f te r  d e p re c ia tio n  based on 
h i s to r ic a l  c o s t ,





Condensed Statements of Position
End of respective years
_2_ _2_
Common assets fu n d s ...................$ 10,000 $ 13,330 $ 21,290 $ 32,932
Committed long-lived  
assets fundst
Cost values. . . . . . . .  10,000 10,000 20,000 30,000
Accumulated depreciation . _______
Total assets funds...................   $ 20,000
Sources of funds -  owners' 
eq u ity :
Capital stock................
Retained earnings. . .
Total of sources of funds ,
* 20,000 1 31,957
— y.-v idid 
* i*?i!22
$ 20,000 $ 20,000 8 30,000 1 UO.OOO
-0- -0- 1,957 5,599
$ 20,000 $ 20,000 $ 31,957 l.us.599
End of respective years
x  x  — x
Common assets fu n d s ...................|  U7,39l % 63,6^9 $ 70,512 $ 77,375
Committed long-lived  
assets funds:
Cost values............................  1*0,000 50,000 50,000 57,100
Accumulated depreciation . (26,666) (36,666) (36,666) (39,566) 
Total assets funds.......................$ 60,726 ^76^983 |J33i 8U6 ^9|y909
Sources of funds -  owners' 
equity:
Capital stock  $ 50,000 $ 60,000 $ 60,000 $ 60,000
Adjustment of owners' invest- 
most because o f changes in  
purchasing power of funds
committed to long-lived assets 2,900
Realizable purchasing power 
changes in funds com it ted
to  long-lived a ssets• • • 2,100
Realizable changes, through 
holding, in funds c om it ted
to long-lived assets 2,100
Retained earnings 10.728 16,983 23.8U6 27.809
Total of sources of funds . . ♦ 60,728 876|983 £83j8lt6 $ 9i+,909
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(li) T otal output of product i s  assumed sold each year so th a t  
recouped d ep rec ia tio n  funds equals economic d ep rec ia tio n  
fo r  th e  y e a r , i . e . ,  no d e p re c ia tio n  charges are  d efe rred  
fo r recoupment in  subsequent periods w ith in  in v e n to rie s  
o e rried  over to  these p erio d s.
( 5 )  O t h e r  n e c e s s a r i l y  i n c u r r e d  c o s t s ,  o p e r a t i n g  e x p e n s e s ,  a r e  
a s s u m e d  t o  h a v e  i n c r e a s e d  a p p r o x i m a t e l y  1035 p e r  annum ,
( 6 )  S i n c e  t h e  o w n e r s '  e q u i t y  d u r i n g  t h e  i n i t i a l  f i v e  y e a r s  i s  
a s s u m e d  t o  h a v e  b e e n  m a k in g  i n v e s t m e n t s  i n  t h e  c o m p a n y ,  and  
s i n c e  The F i r m  may b e  c o n s i d e r e d  r e l a t i v e l y  y o u n g ,  n o  d i v i ­
d e n d s  h a v e  b e e n  p a i d .
(7) Commencing in  y ear s ix ,  a reinvestm ent program a t  the d ire c ­
tio n  of management is  assumed to  be in  e f f e c t  w ith  reference 
tc  the blocks or lo ts  o f lo n g -liv ed  a s s e ts  funds f u l ly  depre­
c ia te d  a t  the end of th e i r  f iv e -y e a r  economic l i f e .
(8) The investm ents in  lo n g -liv ed  a s se ts  possess a f iv e -y e a r  
economic l i f e ,  th e re fo re , only o n e-th ird  o f each investm ent 
block q u a l if ie s  fo r  th e  investanent c r e d i t  and is  no t e l ig ib le  
fo r  the a d d itio n a l f i r s t - y e a r  d ep rec ia tio n  deduction .
(9) Figure 21, page 136, suimnarizes o th e r  p e r t in e n t  d a ta  fo r  
th ese  i n i t i a l  y ears  o f o p e ra tio n  ( fu r th e r  in fo rm ation  r e ­
volving around replacem ent costa  and economic d ep rec ia tio n  
th e reo n , fo r  y ea rs  8 through 12, are  summarized in  F igure 
2$, page 156).
S everal conmenta a re  in  o rd e r . F i r s t ,  f o r  the  sake of argument,
F ig u r e  21
SQMiART OF PERTINENT ECONOMIC AND ACCOUNTING DATA 
FOR FIRST SEVEN YEARS OF OPERATIONS OF "TJE FIRM"
Years
I ------ 2 " 3 "  U 5 6 7
(1) Rate of growth in  investment
in  long-lived  a s se ts  • • . • 100$ 5o$ 33 1/3$ 25$
(2) Capacity u t i l i s e d ..................... 75% 80$ 85$ 90$ 95$ 100$ 100$
(3) Rate of re tu rn  on average
investm ent . . . . . . . . . - 0- 7.5$ 9.U$ 9.6$ 9.1$ 8.5$ u.u$
(U) CondtoMnt of funds to  long-
liv ed  a s se ts :
New in v e s tm e n t................. .... $10,000 $10,000 $10,000 $10,000 $10,000
R einvestm en t......................... $10,000 $10,000
Retirem ent ( fu lly  deprecia ted ) (10,000) (10,000)
Cumulative Investment (beg.
y r . ) -  o r ig in a l co s t. . . $10,000 $20,000 *30,000 $1*0,000 $50,000 $50,000 $50,000
(9) Indices (year end):
General p r ic e ......................... 100 100 100 100 100 100 110
Long-lived a s s e t sp e c if ic 100 100 100 100 100 100 120
(6) Tax bracket ................................. 22$ 22$ 22$ 22$ 22$ 22$ 22$
(7) D epreciation:
$ 3,330 $ 6,000Tax deprec ia tion  ................. $ 8,000 $ 9,333 $10,000 $10,000 $10,000
Economic d ep rec ia tio n . . • $ 3,330 $ 6,000 $ e ,ooo $ 9,333 $10,000 $10,000 $15,800
economic depreciation  charge $ 2,900
Tax thereon (a t  22$) . . . 638
Purch.power change a f te r  ta x  f  2,262
(9) Long-lived asse ts  funds re ta in ed : -----------
Tax deprec ia tion  .................  $ 3,330 I  6,000 $ 8,000 $ 9,333 $10,000 $10,000 $10,000
Purch.power change a f te r  tax  2,262
In v e s t .c re d it  augmentation lo s t  233 233 233 233 233 233ro5p r^m  rzjm rrm  iumx
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i t  i s  assumed th a t  The Firm i s  in  a r e la t iv e ly  unique p o s it io n  in  th a t  
i t  has operated in  the  "black" since in cep tio n  (th e  f i r s t  year being a 
break-even s i tu a t io n ) .  Tears 2 through 6 have produced above th e  m ini­
mum desired  r a te  o f re tu rn  on investm ent of 7%.  ̂ The r a te  of r e tu rn  in  
the seventh y ear (see  Figure 21) i s  h,k%, but i f  the economic inflow s 
of $3,963 ( i . e . ,  increm en ta l " a c t iv i ty "  in flo w s, $1,063, plus "time" 
inflow s r e a l iz e d  through hold ing , $2,900) are  ad ju s ted  by the  purchasing 
power re ta in e d  through th e  d ep rec ia tio n  charge , $2,900, then th e  r a te  
of re tu rn  is  7,6%, However, i t  i s  to  be noted th a t  the  l a t t e r  i s  the  
r e s u l t  of com putation based s t r i c t l y  on a u n itiz e d  monetaiy b a s is  and 
fo r  re n o r tin g  to  management (the  primary aim of th is  paper) i s  mis­
lead ing  i f  u n q u a lif ie d . A tten tio n  should be d ire c te d  to  how much 
o r ig in a l purchasing power has been taxed . Had d ep rec ia tio n  based on 
purchasing power been allowed fo r  ta x  purposes, th e  tax would have been 
$1,232, based on economic d e p re c ia tio n , $59lu
At th e  s t a r t  o f th e  s ix th  y ear o f o p e ra tio n s , management i s  con­
fron ted  w ith the f i r s t  re investm ent in  lo n g -liv e d  fu n c tio n a l c a p a c i^ .  
This rep re sen ts  commitment to  th e  id e n t i ty  of lo n g -liv ed  a s s e ts  funds o f 
funds not newly co n trib u ted  by th e  ownership e q u ity . I t  i s  assumed in  
the i l l u s t r a t i o n  th a t  management decides a t  th e  beginning of the s ix th
^The income of the f i r s t  year of $16,000 ■ 7*>St u t i l i z a t i o n  I  
5/1? t o t a l  revenue c o n tr ib u tio n ; th e re fo re , $16,000 -  ,75 T 5/15Z 
(where Z ■ maximum revenue c o n trib u tio n  exp ec ted ), or Z ■ $6h,000, and 
fo r  the f i r s t  y e a r , 5 /15 ($6ii,000) i s  $21,333. In  th e  f i r s t  y e a r ,
$20,000 investm ent + r($20 ,000) •  $21,333, or 6.665JE re tu rn  ( r ) ;  the 
6.665£ i s  assumed to  be m odified by th e  owners' ex p ec ta tio n s to  7%,
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year to  operate  the  then p resen t fu n c tio n a l c a p a c ity  f o r  two y e a r , such 
fu n c tio n a l cap ac ity  to  be m aintained because i t  i s  needed fo r  o p e ra tio n s . 
Management should have no d i f f i c u l ty  w ith  th i s  reinvestm ent because re ­
couped d eo rec ia tio n  funds from the year completed are  c u rre n tly  a v a i l ­
a b le , and alone are $10,000. I t  can be reasoned th a t  these  funds pos­
sess  the natu re  of a v a i la b i l i t y  in  the l ig h t  of da ta  a lread y  p resen ted . 
To th a t  d a te  recouped d ep rec ia tio n  funds allow ed to  become a p a r t  of 
common a s s e ts  funds, because of no po licy  of continuous investm ent of 
recouped d ep rec ia tio n  funds, sum to  $36,666 (which are equal to  366*66$ 
of gross c o s t o f an investm ent block in  long-]ived  a s s e ts ) .  Looking a t  
the fo llow ing r a t io s  fo r  the se v e ra l y ea rs :
Years: 1 2 3 U 5 6
Working c a p i ta l  outflow s _ I nn i irt i i r *  n n r 1 n  i d  j-\
average' c ofimon a s s e ts ' funcfi 1*°9 U 3 ° X*15 °*95 °*78 °*68
OR
2-<* 2- 26 2-10
( excluding )
(recouped d ep rec ia tio n  funds)
i t  i s  re a d ily  d is c e rn ib le  th a t  even w ithout th e  recouped d eo re c ia tio n
funds being allowed to  e n te r  th e  common a s s e ts  funds (working c a o i ta l
fu n d s), th a t  working c a o i ta l  i s  s lu g g ish . This slugg ishness is  defined
in  the l ig h t  of a m a jo rity  of business c r e d i t  being conducted on a 30 ,
60, 90-day b a s is ,  or as an average , on a 60-day b a s is  o r *. tu rnover of
6 times per y e a r . Looking a t  th e  second s e r ie s  o f r a t io s  above, th e
common a s se ts  funds (n o t extended to  inc lude d e o re c ia tio n  funds recouped
to  date) tu rned  over only two and a q u a r te r  tim es in  year 3 and then





funds are a v a ila b le  a t  th e  s t a r t  of y ea r 6 , when in  the preceding y ea r 
average common a s se ts  funds tu rned  over only 0.76 tim es; even i f  the 
recouoed d ep rec ia tio n  funds to  date had no t been construed  a v a ila b le  as 
working c a p i t a l ,  the rem aining common a s se ts  funds only tu rned  over 1*6 
tim es. Had the i n i t i a l  investm ent made by the  owners fo r  th e  purpose 
of use as working c a p i ta l  not been as l i b e r a l ,  had th e  i n i t i a l  in v e s t­
ment been £2,000 working c a p i ta l  and £10,000 in  lo n g -liv ed  a s s e ts ,  the 
above r a t io s  would have been:
Years: 1 2  3 ^ 5 6 7
Working c a p i ta l  outflow s .,77  « 7„ -.7-. * 7„ „ 7.  ̂ 7„ „ 7„
Average common a sse ts  funds " 3»U6 2.U2 1*63 1*19 0.91 0,77 0,69
OR
Working c a p i ta l  outflow s______ , „
(Average common a s s e ts  funds) ^  5*39 3 .7  2.72 2,03 1,6U
( excluding )
(recouped d e p re c ia tio n  funds)
There i s  a growth fa c to r  in  the  common a s s e ts  funds (working 
c a p i ta l  as defined  by c u r re n t accounting co n v en tio n s), the source of 
which i s  recouped d e o rec ia tio n  funds. I f  th e  recouped d e p re c ia tio n  funds 
a re  allowed unconsciously  to  e n te r  in to  th e  common a s s e ts  funds, they 
can slew down the working c a p i ta l  tu rn o v er under given c o n d itio n s , can 
cause i t  to  grow s lu g g ish . In tim es of p r o f i t  i t  i s  an augm entation of 
working c a p i ta l  funds -  a s h i f t  in  funds from the n a tu re  of lo n g -liv ed  
a s se ts  to  working c a p i ta l  -  and i t  i s  a s i tu a t io n  to  which management 
e a s i ly  can become accustomed. In  c u rre n t tim es when prime in te r e s t  
ra te s  a re  so a r in g , i t  becomes even more reasonab le to  seek lin e s  o f 
c r e d i t  fo r  fin an c in g  working c a p i ta l  fo r  s h o r t  in te rm it te n t  periods o f 
time r a th e r  th an  financ ing  la rg e , lo n g - liv e d , more c o s t ly  p ro je c ts  a t
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p re v a ilin g  high r a t e s  such as 8 to  10#, I t  becomes b e t t e r  management 
to  seek t o  re in v e s t recouDed d ep rec ia tio n  funds in  lo n g -liv ed  a s s e ts  
and thereby reduce th e  la rge  amounts which must be financed fo r r e la ­
t iv e ly  long oerioda of tim e.
In e a r l i e r  accounting l i t e r a tu r e  th e re  were s p e c if ic  arguments
n
and statem ents imolyinp ( a t  l e a s t )  funding o r d en rec ia tio n  r e s e rv e s ;
g
re fe ren ces  and th e i r  im p lica tio n s  s t i l l  p e r s i s t  in  th i s  d ire c t io n  -  
i t  i s  an id e a , a fe e lin g  th a t  p e r s is ts  in  s p ite  of argum ents, s tro n g  
arguments, ag a in s t such. I t  is  suggested th a t  the fe e lin g  p e r s i s t s  be­
cause i t  is  p resen t -  th e  funding -  bu t undefined by accounting pro­
cedures ( p r a c t ic a l  and th e o r e t ic a l ) .  In  ChaDter VT i t  was sought to  
emohasize th a t  "d e p re c ia tio n  d efin es  recouoed fVinds" and th a t  th ese  
funds, i f  em phatically  recognized and reD orted as a v a ila b le  can be con­
sc io u sly  managed and d irec ted  to  m ain tain  the in te g r i ty  o f the long-
Q
liv e d  a s s e ts  funds. I t  is  conceded th a t  funding p er se of the balance
7
'P e rry  Mason, "D eprecia tion  and the F inancing of Replacem ents,"
The Accounting Review, Vol. X (December, 1935)* pp. 318-32U, w idely s u r-  
veys such points'" I n 't h e  l i t e r a tu r e  o f approxim ately the f i r s t  th i r d  of 
the  cen tu ry .
8C f. Edgar 0 . Edwards, "D epreciation  P o licy  under Changing P rice 
L e v e ls ,,l~The Accounting Review, P o l. XXIX, No. 2 (A p ril, 195U), p . 271;
H. A. Finney and H erbert E. M ille r , P rin c ip le s  of F in an c ia l Accounting,
A Conceptual Approach (Englewood C l i f f s ,  N. J . :  P re n tic e -H a ll, I n c . ,
196^), p . 202; V. A. Paton , e d i to r  ("S ig n ifican ce  of D epreciation  R eserve," 
and "Replacement Funds," A ccountants1 Handbook (New fo rk : The Ronald
Press Company, 191*8), pp. 7U7-750; E rnest V, Walker and William H. Baughn, 
F in an c ia l Planning and P o licy  (New Xorkt Harper & Row, P u b lish e rs , 1 9 6 l) , 
p . B9j F . r .  W right-̂ R eplacem ent Cost as a Basis fo r  D ep rec ia tio n ,"  The 
Accountants D ig e s t, Vol. XVTI (December, 1961), p , 80.
^Cf. a n te , p a r t ic u la r ly  pp. 123-125.
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of th e  "accumulated d ep rec ia tio n "  would weaken the e ffe c tiv e n e ss  of 
f in a n c ia l  management and conceivably could be a c o s tly  p o lic y  in  the  
long run . On the o th e r  hand, i t  is  suggested th a t  th e  p o rtio n  of such 
balances defined  and o r ig in a tin g  from th e  c u r re n t d ep rec ia tio n  charges, 
econom ically s ta te d ,  are "funded" to  th e  ex ten t th a t  they  a re  c u rre n tly  
covered by revenues. Management therefrom  has a v a ila b le  to  i t  a source 
of funds c u r re n tly  a v a ila b le  fo r  m ain ta in in g , a t l e a s t  a p o rtio n  o f , the 
fu n c tio n a l c a p ac ity  of the lo n g -liv ed  a s s e ts .  For the new firm  these  
c u r re n tly  a v a ila b le  funds, i f  recognized  and so committed can co n tr ib u te  
to  expansion of employable fu n c tio n a l ca p ac ity  w ithou t a d d itio n a l in v e s t­
ment; fo r the  matured f irm , m aintain  th e  in te g r i ty ,  i . e . ,  the purchasing 
power, cojrmitted to  the lo n g -liv ed  a s s e ts  funds id e n t i ty  w ithout new 
in v e s tm e n t.^  Under th e  c o n tro lle d  assum ptions underly ing  The Firm 
problem being examined where unrecoupable outflows p er se have n o t been 
allow ed (suchas dividends and deb t r e n ta l s ,  and tax es  are  t r e a te d  as an 
income d i s t r ib u t io n ) ,  th e  recouped d e p re c ia tio n  funds a re  q u ite  d is ­
c e rn ib le . The l a t t e r  s ta tem en t, beyond the r a t io s  p resen ted  a b o v e ,^  
can be approached a id  made more c le a r  e i th e r  through one fu r th e r  sim ple 
a n a ly s is  o r  through some recommendations regard ing  accounting rep o rtin g  
to  management.
^ C f .  Edgar 0 . Edwards, "Chapter 2 , D eorecia tion  and the Main­
tenance of~TTeal C a p ita l ,"  D eprecia tion  and Replacement P o lic y , ed ited  
by J .  L. MeiJ (Chicagoi Quadrangle books, 1961), p a r t ic u la r ly ,  " I I .  
C ap ita l Maintenance under Dynamic C ond itions,"  pp . 7*>ff, and more par­
t i c u l a r ly ,  "5 . T o ta l I n te rn a l  F inancing ,"  pp. 8o f f .  Cf. p o s t , vary ing  
co n d itio n s  (3 ) and (U) o f  "The Firm" problem d iscussed- in  pp. l£7ff«
^ V ld e  p . 138 and p . 139.
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I f  funds of the various n a tu re s , which comorise the  t o t a l  funds 
flow which is  the firm  e n t i ty  (re g a rd le ss  o f  p o in t in  flow , i . e . ,  o u t­
flow , in flow , or in te rm it te n t  p a s s iv i ty ) ,  are tr a c e a b le , then th e  working 
12c a p i ta l  fo r  The Firm le s s  re ta in e d  d eo rec ia tio n  funds accounted fo r 
as recouped to  d a te  i s  equal to  o r ig in a l  working c a o i ta l  plus re ta in e d  
ea rn in g s . Using the previous d a ta , th is  observa tion  may be q u an tified  
fo r se le c te d  years*
End of y ea r
 x  X  X
Working c a n i ta l  per
sta tem en t of p o s itio n  . . $ 13,330 $ 32,932 $ 63,61*9 $ 77,375 
Recouped d e p re d a tio n  funds, 
in  terms of o r ig in a l  mone­
ta r y  quantum..........................  (3 ,330) (17,333) (36,666) (36,666)
R etained monetary u n its  to 
compensate fo r  purchasing
power changes . . . . . .  ( 2,900)
$ 10,000 I  15,599 S 26,983 t  37,809
O rig in a l working c a p i t a l .  • $ 10,000 $ 10,000 £ 10,000 $ 10,000 
Retained earn ings per
sta tem en t of p o s it io n  . , -0 -  5,599 16,983 27,809
$ 10,000 < 15,599 $ 26,983 » 37,809
The above i s  in tended to  emphasize*
(1) Even though th is  paper ia  concerned p rim arily  w ith  depre­
c ia t io n  when considering  the  recouping o f c o s t ,  f o r  pur­
poses o f em phasis, i t  should be observed th a t  fo r  th e re  
to  be an Increm ental inflow  of funds, a l l  expenditures
12In  g e n e ra l, would be th e  common a s s e ts  funds as defined in  
Figure 13, page 65, and comprised of what i s  construed  as working 
c a p i ta l  a s s e ts  p lu s d e p re c ia tio n  funds recouped, as defined  in  th i s  
paper, and, in  more extended circum stances, empracing a l l  a s se ts  o th e r  
than  lo n g -liv ed  a s s e ts  funds s t i l l  unrecouped.
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includ ing  working c a p i ta l  expend itu res must be recouped.
This observa tion  i s  made to  continue the s h i f t  o f emphasis 
from th e  n e t f ig u re s  of accounting to  the gross amounts 
in v o lv e d ,^
(2) fo rk in g  c a p i ta l  (common a s s e ts  funds) grows through the 
re te n tio n  of ea rn in g s .
(3 ) F u rth er working c a p i ta l  growth, beyond re te n tio n  o f ea rn in g s , 
i s  d ir e c t ly  tra c e a b le  to  charges made fo r  d eo rec ia tio n  when 
d e riv in g  the n e t increm ent, from a c t iv i ty ,  accruing to  the
The s im o lif ie d  co n d itio n s  and the  co n tro lle d  assum otions of The Firm 
problem make th ese  observations re a d ily  d is c e rn ib le .
Regarding recommendations p e r ta in in g  to  accounting re p o rtin g  fo r  
management, th e se  p e r t in e n t  fa c ts  m ight be made more ev iden t by extending
^ C f .  a n te , pp. 6 8 ff ,
^* It i s  n o t th a t  th e  leg itim acy  o f the d ep rec ia tio n  charge i s  
doubted g e n e ra lly ; i t  is  th e  emphasis on "ne t"  revenues to  th e  exclu­
s io n  of th e  co n s id e ra tio n  th a t  i t  i s  "g ross” revenues (in flo w s) th a t  
should be the f i r s t  o b je c t o f  management's a t te n tio n  which co n trib u te s  
much am biguity to  th e  accounting-management problem of m ain tain ing  the  
in te g r i ty  of lo n g -liv e d  a s se ts  funds. "Net" im plies " a f te r  som ething." 
In  th e  continuous s t r a in in g  fo r  p r o f i t  m axim ization and, th e re fo re , the 
s tu d ied  co n cen tra tio n  on th e  "net" r e s u l t s ,  as re p o r te d , the  "something" 
which th e  "n e t i s  a f te r "  becomes p a ss iv e ly  accepted  as being th e re  only 
as a determ inant o f the " n e t ."  An o b je c t o f study of th i s  paper -  
d e p re c ia tio n  among the "recouped c o s ts"  -  i s  among these p a ss iv e ly  
accepted  d e te rm in an ts . D eprecia tion  funds do n o t re c e iv e  due emphasis 
in  term s of being recouped and av a ila b le  and, th e re fo re ,  a s p e c if ic  
co n s id e ra tio n  among a l te r n a t iv e s  in  d e c is io n  making a ffe c tin g  m alnte- 
nance o f th e  in te g r i ty  of the lo n g -liv ed  a s se ts  funds as w ell as a 
source o f working c a p i ta l .
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the aD p lica tio n  o f  the "funds id e n t i f ic a t io n  form at" so when planning 
(budgeting) is  engaged in  and the re p o r ts  to  d a te  are p u lled  to  be 
considered , analyses as above do n o t have to  be made* R ecasting  the 
a s s e t  p o rtio n  of th e  condensed sta tem en ts of p o s it io n  o f F igure 20, 
page 13b, fo r  the s ix th  and seventh y ears and superim posing a "funds 
id e n tif ic a tV  on form at," they  would appear as in  Figure 22, page lii5*
I f  management has decided th a t ,  even though undeployed to  d a te  in  r e ­
investm ent in  lo n g -liv ed  a s s e ts ,  recouped d e p re c ia tio n  funds should 
continue such id e n t i ty ,  p a r t  (A) of Figure 22 r e f le c ts  th is  d e c is io n .
I f  management d ire c ts  recouoed d e p re c ia tio n  funds s h a l l  e n te r  in to  the 
common a s s e ts  funds, th en  accounting should continue to  keep management 
conscious o f th e  magnitude of such previous d ec is io n s  through annota­
t io n  as w e ll as d ire c tin g  a t te n t io n  to  c u rre n tly  recouped and av a ila b le  
d ep rec ia tio n  funds (see  p a r t  "B" of F igure  22). This a lso  should keep 
management aware of th e  growth f a c to r  in  working c a p i ta l  funds a t t r i b ­
u ta b le  to  the  d ep re c ia tio n  charges made in  computing n e t Inflow s from 
o p e ra tio n s ; as a p o ss ib le  source o f working c a p i ta l  funds management 
should n o t be dependent upon such i f  th e  in te g r i ty  of th e  lo n g -liv ed  
a s s e ts  funds s u f f e r s .
With re fe ren ce  to  ano ther sta tem ent which i s  held to  be supp le­
mental to  th e  sta tem en ts o f revenue and recouped co s ts  and of p o s it io n , 
as w e ll as forming a p a r t  o f  good re p o rtin g , th e  sta tem en t of sources 
and a p p lic a tio n s  o f  funds may be m odified a lso  by th e  "funds i d e n t i f i ­
c a tio n  fo rm at."  A p o ss ib le  m o d ifica tio n  i s  I l lu s t r a t e d  in  F igure 23, 




PARTIAL CONDENSED STATEMENTS OF POSITION 
AS RECAST EMPLOYING FUNDS IDENTIFICATION FORMAT
(A) R e flec tin g  under "corangn a s se ts  funds" management's d e c is io n  th a t  recouped d e p re c ia tio n  funds snculd  r e ta in  tn e i r  se p a ra te  id e n t i ty  
accorlng  to  n a tu re . End o f y ea ri
5 -------
Common a sse ts  funds: “
Working c a p i ta l  funds .................  $ 33»8U6
D eprec ia tion  funds:
Recouped to  p re sen t y ea r . . 26,666
Recouped in  p re se n t y ea r . . 10,000
R etained monetary u n i ts  to  
compensate fo r  purchasing 
power changes
r7P3T5
Committed lo n g -liv ed  a s s e ts  funds:
H isto ric  c o s t ..................................... $ 50,000
Purchasing power changes in  
funds committed. . . . . . . .
R ea lizab le  a s s e t  a p p re c ia tio n  
through ho ld ing ..............................
r w r a
Less accumulated d e p re c ia tio n  o fl
H is to ric  c o s t ................................. $ 36,666
Purchasing power changes of 
funds c o n m it te d ......................
fT V ,666





$ 5 0 ,000  
5,ooo
39,566
r r r f m




End o f  year
Common a s s e ts  funds:
Working c a p i ta l  funds (embrac­
ing  $26,666 o f d ep rec ia tio n  
funds recouped in  p r io r  y e a rs )  $ 60,512 
D eprecia tion  funds -
Recouped in  p re sen t y ea r . • 10,000
R etained monetary u n its  to  





—  r r t t s
•W ill remain co n s tan t far th e  matured firm  under c o n d itio n s , as peaited , 
where re investm en t of f u l ly  d ep rec ia ted  a s se ts  funds i s  the p o lic y .
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of funds (renamed a "sta tem en t of funds inflow s and funds o u tflo w s"), 
w ith  data fo r  The Firm fo r  y ear seven f i l l e d  in  where a p p lic a b le , is  
p resen ted  th e re in .
In paper a f te r  paper on the  statem ent o f sources and a p p lic a ­
tio n s  of funds wherein th e re  i s  a seeking of an e x p lan a tio n , fo r the  
u se rs  of th e  s ta tem en t, fo r  adding back the d ep rec ia tio n  charge to  the  
n e t income f ig u re , th e  obvious exp lanation  g en e ra lly  seems to  be over­
looked. The f ig u re  sought in  such m athem atical m anipulation is  a 
sta tem ent o f gross In flow s; in  seeking  to  d e sc r ib e  th e  funds flows i t  
i s  necessary  to  commence with a sta tem ent o f g ross in flow s before o u t­
flows and s h i f t s  in  funds by n a tu re  can be d e fin e d . The d ep rec ia tio n  
charge i s  a reasonable earmarking o f a p o rtio n  of the "g ross" in  account­
ing fo r  a l l  n e c e ssa rily  incu rred  and reco g n izab le  costs  recouped in  th is  
gross inflow  o f funds ( b u t "recouoed" does not in h e re n tly  define co n tin u ­
a tio n  of these  funds as lo n g -liv ed  a s s e ts  funds). F u rther refinem ents in  
a n a ly s is  a re  necessary , encompassing an ap p rec ia tio n  of:
(1) a d is t in c t io n  between what should be im olied  by "cash flows"
and what should be im plied by "funds flow s,"  and
(2) th e tim in g  o f cash  outflows in  r e la t io n  to  the  tim ing  of
revenue charges in d ic a tiv e  of lo n g -liv ed  a s s e ts  funds
o u tf lo w s ,^
The crux of the m atter i s  an an a ly s is  p en e tra tin g  enough to
lgC f. W illiam A. Pa to n , "The 'Cash-Flow ' I l lu s io n ,"  The 




Statem ent of Funds Inflow s and Funds Outflows 
(employing funds id e n t i f ic a t io n  form at)
Funds in flo w s:
Net income fro'.i o p e r a t io n s ............................................... $ 1,063
Less: Investm ent c r e d i t  (see  foo tno te  "a* below ). (233)
I n i t i a l  d ep rec ia tio n  allowance (see "a" below) (XXX) 9 
Long-lived a s s e ts  funds no t re in v e s ted  and c u r­
r e n t l y  a v a ila b le  s u b je c t  to  m anagerial d e c is io n . .
Funds from sources o th e r  than operations:®
A ssets l iq u id a te d  -  s a le  of lo n g -liv e d  a s s e ts .  . $XX,Jumn
[statem ent c o n t inued as per usual]
j T o ta l funds from a l l  sou rces ...........................................
I Funds outflow s as d ire c te d  by management:
*-►- L ong-lived a s s e ts  funds increased  by co n tr ib u tio n s  
from common a s s e ts  funds,
S ta temen t c o n tinued a s per usual]
T o ta l funds flows as d ire c te d  by management.
Net in c re a se  (decrease) in  common a s se ts  funds per 
d ec is io n s of management.......................................................
a
2%  











*Changes in  lo n g -liv ed  a s se ts  funds:
'Economic d e p re c ia tio n  recouped (see  sta tem en t of
revenues and recouped c o s t s ) ............................................915,800
Less hold ing  gains r e a l iz e d .................................................. (2 ,900)
Committed purchasing  power recouped...............................912,900
Augmentation o f : Investm ent c r e d i t ............................... 233
I n i t i a l  d ep re c ia tio n  allowance . XXX 
Long-lived a s s e ts  funds recouped, augm entations, 
and c u rre n tly  a v a ila b le  through o p e ra tio n s . . .  .913,133 
Long-lived a s se ts  funds made a v a ila b le  through
a s s e t  l i q u i d a t i o n ................................................................... XX,XXX
C u rren tly  a v a ila b le  lo n g -liv ed  a s se ts  funds . .
Coranitments of c u r re n tly  a v a ila b le  lo n g -liv ed  
a s s e ts  funds: Reinvestm ent in  fu n c tio n a l capaclty910,000
Expansion of fu n c tio n a l c a p a c ity .
Long-lived a s se ts  funds n o t re in v e s ted  and c u r-  
k r e n t ly  a v a ila b le  su b je c t to  m anagerial d ec is io nV \
"F u rth e r funds id e n t i f ic a t io n  by source i s  p o ss ib le  here .
° I f  in  "a” above commitments to long-lived assets funds exceed 
currently available long-lived assets funds, then the difference 





determ ine the " s h if t"  in  funds between the lo n g -liv ed  a s s e ts  and th e  
working c a p i t a l . ^  For the same period  as covered by the funds s t a t e ­
ment, i f  commitment of funds (in c lu d in g  l iq u id  funds from i r r e g u la r  
a c t iv i ty ,  i . e . ,  s a le  of lo n g -liv ed  a s s e ts ,  le s s  amounts financed by 
debt eq u ity )  to  the natu re  of lo n g -liv ed  a s s e ts  equals such revenue 
charges fo r  d ep rec ia tio n  (so s ta te d  as to have c u rren t economic s i g n i f i ­
can ce), then th e  economic in te g r i ty  of th e  lo n g -liv ed  a s s e ts  funds has
17been m ain tained . I f  these eoimnitments exceed such charges th e re  has 
been an exoansion of the economic power committed to  th e  lo n g -liv ed  
a s se ts  funds, b u t i f  these  commitments are l e s s ,  then  th e re  has been a 
s h i f t  in  the natu re  of funds from a committed natu re  of lo n g -liv ed  a s se ts  
funds to  a c i r c u la t in g  natu re o f th e  coiwnon a s se ts  funds. The l a t t e r ,  
which as a r e s u l t  of cu rren t de-emphasis (o r lack  of emphasis) o f funds 
flow s, allow s fixed  a s se ts  funds to  c i r c u la te  unconsciously  in to  work­
ing c a p i ta l  funds, an occurance w ith  which th i s  paper takes ex cep tio n .
In o th e r words, i f  accountancy does n o t emphasize such s h i f t s ,  then in  
th e  l a t t e r  c a se  a "by th e  board" d e c is io n  to  re le a se  th ese  funds from
Paton d iscu sse s  th e  nroblem as one "o f so r tin g  c u rre n t revenue 
deductions in to  two p o o ls , ( l )  charges r e f le c t in g  c u rre n t expenditures 
and (2 ) charges rep re se n tin g  expend itu res of e a r l i e r  or l a t e r  p e rio d s . 
I b id . .  p . 2U7.
17 That i s ,  equal to  H icksian economic w ell-be ing  a t  the  beginning 
of th e  p e rio d . There i s  one q u a l i f ic a t io n  of th e  sta tem en t of w ell­
b e in g , a s e t t l i n g  (red u c tio n ) o f such induced by ex trao rd in a ry  ( c a p i ta l )  
lo s s e s ,  w hich th i s  paper has no t delved in to ,  but which would re c e iv e  i t s  
p roper accounting , In  th e  a p p lic a tio n  of th e  method im plied in  th i s  paper 
in  accounting fo r  d e p re c ia tio n , both in  the accounts and in  the s t a t e ­
m ents. In  o th e r  w ords, th e  accounting and rep o rtin g  i s  ex tendable to  
cover holding g a in s , th e re fo re ,  i t  can be extended to  cover holding 
lo s s e s .
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commitment to  a nature o f lo n g -liv ed  fu n c tio n a l c a p ac ity  can have 
oecured. Accounting ra th e r  should make management aware th a t  these  
funds have completed th e i r  cyc le  and are  a v a ila b le  once more fo r such 
deployment in  th e  course o f making c u rre n t d e c is io n s , i f  such con tinu ­
ance o f fu n c tio n a l cap ac ity  i s  needed in  the a tta in m en t of p re se n tly  
defined  o b je c tiv e s .
The primarv in te n t  of the m od ifica tions of the sta tem en t of funds,
as seen in  F igure 23, is  to  emohasize cu rren t s h i f t s  in  funds as between
long -lived  a s s e ts  and common (working c a p i ta l)  a s s e ts .  Mason observes
"the  most c h a ra c te r is t ic  fe a tu re  o f  a funds sta tem en t fo r  a business
e n te rp r is e  i s  th e  e lim in a tio n  of the  e f f e c t  upon n e t income o f ’non-
fund1 tr a n s a c tio n s ,  of which d ep rec ia tio n  i s  th e  most common example."^®
As an underlying theme, th i s  paner has sought to  emphasize th a t  funds
are  a l l  f in a n c ia l  re so u rce s  composed o f se v e ra l (many) s t r a t a  of a sse ts
c h a ra c te riz e d  by varying degrees of l iq u id i ty ,  and th a t  the economic
values rep resen ted  by th e  a s s e ts  are  in  a co n stan t s t a te  o f f lu x  through
the dimensions of tim e and of a c t iv i ty .  Because o f th i s  f lu x  of a s se ts
v a lu e s , the s n e c if ie  a s se ts  which are th e  o b jec t o f th is  study and are
lo n g -liv ed  by n a tu re  cannot be is o la te d  fo r c o n s id e ra tio n  from a l l
19s t r a t a  o f a s s e ts  o f the firm . To s t a r t  w ith , cash a s s e ts  rep re sen tin g  
an economic value to  command are exchanged fo r  a s s e ts  of a lo n g -liv ed
1 fiP eriy  Mason, "Cash Flow" A nalysis and th e  F u n d s  S tatem ent, 
Accounting Research Study No. 2 (New Yorki American I n s t i tu t e  o f 
C e r t if ie d  P ub lic  A ccountants, T961), p . x v i i i ,
19Cf. a n te , pp. 8-13, 62-63, 66, and 1QU-107.
n a t u r e ,  t h e  e x c h a n g e  t a k i n g  p l a c e  o n l y  i f  t h e  e x c h a n g e r  i s  s a t i a f i e d  
t h a t  t h e  e c o n o m ic  v a l u e  t o  command i s  s t i l l  p r e s e n t  a s  now r e p r e s e n t e d  
b 7  a s s e t s  o f  a  l o n g - l i v e d  n a t u r e .  S u b s e q u e n t l y  t h e s e  f u n d s  r e p r e s e n t e d  
b y  t h e  p h y s i c a l  l o n g - l i v e d  a s s e t s  com m and, a r e  e x c h a n g e d  f o r ,  r e v e n u e s  
t h r o u g h  a c t i v i t y  o f  t h e  f i r m .  The e c o n o m ic  v a l u e s  h a v e  come f u l l  c y c l e  
t h r o u g h  i n v e s t m e n t ,  d i s i n v e s t m e n t  a n d  a r e  a v a i l a b l e  f o r  r e i n v e s t m e n t .  
C o n t r a r y  t o  M a s o n 's  s t a t e m e n t ,  t h e r e f o r e ,  t h e r e  c a n n o t  b e  s u c h  a  t h i n g  
a s  a  " n o n - f u n d "  t r a n s a c t i o n  i n t e r n a l l y  o r  e x t e r n a l l y .  As S m i t h  h a s
20s u c c i n c t l y  o b s e r v e d ,  " C a p i t a l  i n  t r a n s i t i o n  b e c o m e s  a  f lo w  o f  f u n d s . "
A l t h o u g h  t a k i n g  e x c e p t i o n  t o  t h e  s t a t e m e n t  t h a t  d e p r e c i a t i o n  i s  
21a  n o n - f u n d  t r a n s a c t i o n  i n  v ie w  o f  t h e  d e f i n i t i o n  o f  f u n d s  a n d  t h e  u s e  
o f  t h e  t e r m  i n  t h i s  p a p e r ,  t h e  e f f e c t  o f  t h e  d e p r e c i a t i o n  c h a r g e  u p o n  
n e t  in c o m e  i s  n o t  o p e n e d  t  > q u e s t i o n i n g  b y  a d d i n g  i t  b a c k  t o  n e t  in c o m e  
i n  t h e  f o r m a t  a d v a n c e d  i n  F i g u r e  2 2 .  N e t  in c o m e  i s  l e f t  a s  d e f i n e d  i n  
t h e  s t a t e m e n t  o f  r e v e n u e s  an d  r e c o u p e d  c o s t s ;  t h e  n e t  " s h i f t "  b e t w e e n  
l o n g - l i v e d  a s s e t s  f u n d s  a n d  t h e  m o re  l i q u i d  a s s e t s  com m only  r e f e r r e d  t o  
a s  w o r k i n g  c a p i t a l  i s  d e t e r m i n e d  a n d  sh o w n  s e p a r a t e l y  a n d  a p a r t  f rc m  
t h e  " i n c r e m e n t a l  ' a c t i v i t y '  i n f l o w s . "  I n  f o o t n o t e  " a "  o f  t h e  F i g u r e ,  
t h e  e c o n o m ic  v a l u e  o r i g i n a l l y  c o m m i t t e d  t o  t h e  n a t u r e  o f  l o n g - l i v e d
a s s e t s  i s  a c c o u n t e d  f o r  a s  r e c o u p e d  a n d  o f  t h i s  a m o u n t  a v a i l a b l e  how
22m uch h a s  b e e n  r e i n v e s t e d .  The b a l a n c e  i s  e m p h a s i z e d  a s  w a i t i n g  f o r  
2Psmith, op. c i t . , p. 170,
2^ C f . W i l l i a m  A . P a t o n ,  " C o s t s  a n d  P r o f i t s  i n  P r e s e n t  Day 
A c c o u n t i n g , "  P a t o n  o n  A c c o u n t i n g ,  e d i t e d  b y  H e r b e r t  F ,  T a g g a r t  ( B u r e a u  
o f  B u s i n e s s  R e s e a r c h  G r a d u a t e  S c h o o l  o f  B u s i n e s s  A d m i n i s t r a t i o n ,  The 
U n i v e r s i t y  o f  M i c h i g a n ,  1 9 6 U ) ,  p p .  3 0 5 - 3 1 9 .
22P a t o n ,  " T h e  ’ C a s h - F l c w '  I l l u s t i o n , "  l o o ,  c i t .
151
m a n a g e m e n t 's  d i r e c t i v e s .  T h i s  i l l u s t r a t i o n  i s  o v e r l y  s i m D l i f i e d ;  P a t o n
h a s  d e l v e d  i n t o  t h e  a n a l y s e s  w h ic h  e v o l v e  a  s t a t e m e n t  o f  t h e  " s h i f t ”
23b e t w e e n  w o r k i n g  c a p i t a l  f u n d s  a n d  l o n g - l i v e d  a s s e t s  f u n d s .  I n d i c a t e d  
a u g m e n t a t i o n  o f  t h e  r e c o u p e d  d e p r e c i a t i o n  f u n d s  i n  f o o t n o t e  " a "  o f  F i g u r e  
23 a r e  d i s c u s s e d  i n  t h e  f o l l o w i n g  p a r a g r a p h s .
I n  C h a p t e r  V a u g m e n t a t i o n  o f  t h e  c u r r e n t l y  a v a i l a b l e  d e o r e c i a t i o n  
f u n d s  r e c o u p e d  was d i s c u s s e d . ^  R e f l e c t e d  i n  t h e  e a r l i e r  i l l u s t r a t i o n s  
o f  s t a t e m e n t s  o f  The F i r m ,  t h e  m a n a g e m e n t  d e c i s i o n s  w i t h  r e f e r e n c e  t o  
t h e  $ 3 * 1 3 3  o f  l o n g - l i v e d  a s s e t s  f u n d s  n o t  r e i n v e s t e d  a n d  c u r r e n t l y  
a v a i l a b l e  ( F i g u r e  2 3 ,  c o m p u t a t i o n s  i n  f o o t n o t e  " a ” ) w e r e :
( 1 )  The $ 2 , 9 0 0  o f  r e t a i n e d  m o n e t a r y  u n i t s  t o  c o m p e n s a t e  f o r  
p u r c h a s i n g  p o w er  c h a n g e s  i n  f u n d s  c o m m i t t e d  t o  l o n g - l i v e d  
a s s e t s  w e re  m e rg e d  i n  t h e  common a s s e t s  f u n d s  i n  F i g u r e  2 0 ,  
p a g e  1 3 h ,  a n d  r e c e i v e d  a  s e p a r a t e  a c c o u n t i n g ,  a l t h o u g h  u n d e r  
t h e  g e n e r a l  c l a s s i f i c a t i o n  o f  common a s s e t s  f u n d s ,  i n  F i g u r e  
2 2 ,  p a g e  1 ^ 5 f a n d ,
( 2 )  The $ 2 3 3  i n v e s t m e n t  c r e d i t ,  i n  b o t h  p r e s e n t a t i o n s  o f  s t a t e ­
m e n ts  o f  p o s i t i o n  ( F i g u r e s  20 a n d  2 2 ) ,  w as a l l o w e d  t o  e n t e r  
t h e  common a s s e t s  f u n d s  b e c a u s e  o f  i t  b e i n g  u s e d  a s  a n  o f f ­
s e t  t o  t a x e s  i n  t h e  s t a t e m e n t  o f  r e v e n u e s  a n d  r e c o u p e d  c o s t s  
i n  F i g u r e  1 9 ,  p a g e  1 3 2 ,  r a t h e r  t h a n  a s  a n  a u g m e n t a t i o n  o f
^ P a t o n ,  i b i d .  C f . W i l l i a m  J .  V a t t e r ,  " F u n d - T h e o r y  V iew  o f  
P r i c e - L e v e l  A d j u s t m e n t s , "  The A c c o u n t i n g  R e v i e w ,  V o l .  x x x v i l ,  N o . 2 
( A p r i l ,  1 9 6 2 ) ,  p .  2 0 6 . ------------------------------------------
a n t e ,  " l e g a l  w ays  o f  t a x  a v o i d a n c e , "  p p .  1 0 1 - 1 0 2 .
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r e  c  o u p e d  d e p r e  c  i a  t i  on  f u  n d  s .
F i g u r e  2h b e l o w  w o u ld  b e  t h e  s t a t e m e n t  o f  p o s i t i o n  a t  t h e  e n d  o f  t h e  
s e v e n t h  y e a r  f o r  T he F i rm  h a d  t h e  d e c i s i o n  r e f l e c t e d  i n  t h e  s t a t e m e n t s  
b e e n  t h a t  t h e  i n v e s t m e n t  c r e d i t  i s  a n  a u g m e n t a t i o n  o f  r e c o u p e d  d e p r e c i ­
a t i o n  f u n d s .  T h i s  o r e s e n t a t i o n  w o u ld  p a r a l l e l  t h e  r e a s o n i n g  u n d e r l y i n g
F i g u r e  21*
THE PTRM
P a r t i a l  C o n d e n s e d  S t a t e m e n t  o f  P o s i t i o n  
__________ As o f  e n d  o f  s e v e n t h  y e a r ________
Common a s s e t s  f u n d s :
W o rk in g  c a p i t a l  f u n d s  .....................................................................
D e p r e c i a t i o n  f u n d s :
R e c o u p e d  a n d  n o t  r e i n v e s t e d  t o  o r e s e n t  y e a r  0
R e c o u p e d  i n  p r e s e n t  y e a r  ...........................................
R e t a i n e d  m o n e t a r y  u n i t s  t o  c o m o e n s a t e  f o r  
D u r c h a s i n g  p o w e r  c h a n g e s  . . . . . . . .
A u g m e n t a t i o n  b y  i n v e s t m e n t  c r e d i t s :*
To p r e s e n t  y e a r .............................   . * . C 1,165
I n  p r e s e n t  y e a r ............................................ 233
S o u r c e s  o f  f u n d s  -  o w n e r s '  e q u i t y *
C a p i t a l  s t o c k  . * ......................................  . ............................ $
A d j u s t m e n t  o f  o w n e r s '  i n v e s t m e n t  b e c a u s e  o f  
c h a n g e s  i n  p u r c h a s i n g  p o w e r  o f  f u n d s  c o m m i t ­
t e d  t o  l o n g - l i v e d  a s s e t s .................................................
A u g m e n t a t i o n  o f  f u n d s  c o n m i t t e d  t o  l o n g - l i v e d  
a s s e t s  by  i n v e s t m e n t  c r e d i t s  t o  d a t e * *  * • • 
R e a l i z a b l e  p u r c h a s i n g  p o w e r  c h a n g e s  i n  f u n d s
c o m m i t t e d  t o  l o n g - l i v e d  a s s e t s  .................................
R e a l i z a b l e  c h a n g e s ,  t h r o u g h  h o l d i n g ,  i n  f u n d s
c o m m i t t e d  t o  l o n g - l i v e d  a s s e t s  ............................ .  __
R e t a i n e d  e a r n i n g s
o  36,1*11
26,666 
1 0 , OCX)
2 ,9 0 0
1 ,3 9 6  1*0,961*
6 0 ,0 0 0
2,900




* A ls o  t h e  " i n i t i a l  d e p r e c i a t i o n  a l l o w a n c e "  w hen a v a i l a b l e .
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t h e  c o m p u t a t i o n s  o f  f o o t n o t e  " a "  o f  F i g u r e  2 3 .
T h e r e  i s  one  f u r t h e r  v a r i a t i o n  w h i c h  m i g h t  b e  i n t e r j e c t e d  b e f o r e  
l e a v i n g  t h e  t r a i n  o f  t h o u g h t  t h a t  I n t e r n a l  P e v e n u e  Code p r o v i s i o n s ,  
s u c h  a s  t h e  i n v e s t m e n t  c r e d i t ,  a u g m e n t  c u r r e n t l y  a v a i l a b l e  r e c o u p e d  
d e p r e c i a t i o n  f u n d s .  R e f e r r i n g  t o  s e c t i o n s  ( 7 )  and  ( 6 )  o f  F i g u r e  2 1 ,  
o ag e  1 3 6 ,  n o t e  t h e  t a x a t i o n  o n  t h e  p u r c h a s i n g  p o w e r  a d j u s t m e n t  o f  o w n e r s '  
i n v e s t m e n t  i n  l o n g - l i v e d  a s s e t s .  T h i s  $ 6 3 8  i s  c o n t a i n e d  i n  t h e  $ 1 , 8 7 0  
o f  t a x e s  e a r n e d  f o r  t h e  g o v e r n m e n t  i n  t h e  s e v e n t h  y e a r ;  i t  i s  l e v i e d  
b e c a u s e  d e p r e c i a t i o n  b a s e d  o n l y  o n  t h e  u n i t i z e d  m o n e t a r y  c o n c e p t  o f  
c o s t  i s  a l l o w e d  f o r  t a x  p u r o o s e s .  T h e  i n v e s t m e n t  c r e d i t  m i g h t  b e  c o n ­
s t r u e d  j u s t  a s  l o g i c a l l y  a  p a r t i a l  a l l e v i a t i o n  o'* t h i s  t a x  on  p u r c h a s i n g  
p o w e r  i n v e s t e d  r a t h e r  t h a n  a s  a b o v e  w h e r e i n  t h e  i m p l i c a t i o n  h a s  b e e n  a 
l a r g e r  d i s t r i b u t i o n  o f  in c o m e  i n  t a x e s .  I f  t h i s  l i n e  o f  t h o u g h t  w e r e  
t o  b e  p u r s u e d ,  t h e  f u r t h e r  m o d i f i c a t i o n s  i n  t h e  m a t e r i a l ,  t h u s  f a r  p r e ­
s e n t e d ,  i t  i s  f e l t  a r e  s e l f - e v i d e n t .  F o r  e x a m p l e ,  t a x e s  i n  t h e  in c o m e  
s t a t e m e n t  w o u ld  b e  b r o k e n  dow n i n t o  tw o  p a r t s  s o  t h a t  t h e  t a x  on  t h e  
p u r c h a s i n g  Dower c o u l d  b e  u s e d  t o  a d j u s t  t h e  " p u r c h a s i n g  p o w e r  a d j u s t ­
m e n t  o '  o w n e r s ’ e q u i t y ” i n  t h e  s t a t e m e n t  o f  p o s i t i o n .  I n  d e f e n s e  o f  t h i s  
l i n e  o f  r e a s o n i n g ,  s u c h  r e p o r t i n g  w o u ld  c a l l  c o n t i n u e d  a t t e n t i o n  t o  t a x ­
a t i o n  o f  i n v e s t e d  e c o n o m ic  v a l u e s  r a t h e r  t h a n  b e i n g  l e v i e d  o n l y  o n  i n ­
c o m e .  C o n t r a r i w i s e ,  i t  c o u l d  d e f e a t  one o f  t h e  p u r p o s e s  o f  a d j u s t i n g  
f o r  f l u c t u a t i o n s  i n  t h e  p u r c h a s i n g  p o w e r  o f  e c o n o m ic  i n v e s t m e n t ,  a v o i d ­
a n c e  o f  d i l u t i o n s  o f  i n v e s t e d  c a p i t a l  o f  g i v e n  e c o n o m ic  q u a n t u m s ,  e . g . ,  
t h r o u g h  d i v i d e n d  p a y m e n t s .
The above co n s id e ra tio n s  have been p resen ted  as a b a s is  fo r
15 U
c o n s i d e r i n g  t h e  b u d g e t i n g  or r e c o u p e d  d e p r e c i a t i o n  f u n d s  -  i t  i s  
a c c e n t e d  t h a t  a  good  p a r t  o f  b u d g e t i n g  p l a n s  a r e  e v o l v e d  on  t h e  b a s i s  
o f  h i s t o r y  t o  d a t e ;  a n  u n d e r s t a n d i n g  o f  t h e  v a r i o u s  n a t u r e s  o f  t h e  
i t e m s  b e i n g  d e a l t  w i t h  s h o u l d  b e  v e r y  h e l p f u l  i n  t h i s  r e s p e c t .  R e ­
g a r d i n g  The F i r m ,  t h e r e  i s  a  d e f i n i t e  s l u g g i s h n e s s  i n  t u r n o v e r  o f
25w o r k in g  c a p i t a l ;  t h e  same m i g h t  b e  n o t e d  s t r o n g l y  w i t h  r e f e r e n c e  t o  
c a o i t a l  t u r n o v e r :
Y e a r sI 2 I E 1----5--- 7
Average ln V % W  caoit a l  -  1 .U  1-01 0.88 0 . 1  0.72
H o r n g r e n  h a s  a d v a n c e d  a n  a n a l y s i s  s e t t i n g  f o r t h  t h e  c o m p o n e n t s  o f  t h e  
r a t e  of r e t u r n  a s :
( C a o i t a l  t u n r o v e r )  X ( M a r g i n a l  p e r c e n t a g e  on s a l e s )
pil
« R e t u r n  on  i n v e s t m e n t .
T h i s  p a p e r  i s  c o n c e r n e d ,  p r i m a r i l y ,  w i t h  t h e  i n v e s t m e n t  i n  l o n g - l i v e d  
a s s e t s  a n d  t h e i r  a b i l i t y  t o  g e n e r a t e  t h e i r  own c o n t i n u a n c e .  A t p r e s e n t  
The F i r m  ( e n d  o f  s e v e n t h  y e a r )  i s  o v e r - i n v e s t e d  a n d  s a l e s  i n c r e a s e s  c a n ­
n o t  b e  o b t a i n e d  s i n c e  c a p a c i t y  u t i l i z a t i o n  i s  100% a n d  a l l  p r o d u c t  i s  
s e l l i n g .  U s in g  H o r n g r e n ’ s a n a l y s i s ,  t h e  c o n c e r n  i s  e i t h e r  w i t h  t h e  d e ­
n o m i n a t o r  o f  t h e  c a o i t a l  t u r n o v e r  o r  t h e  d e n o m i n a t o r  o f  t h e  r e t u r n  on 
i n v e s t m e n t ,  i . e . ,  i n v e s t e d  c a o i t a l  ( t h e s e  d e n o m i n a t o r s  a r e  d e f i n e d  i n
^ C f . a n te , po. 138-139.
Charles T. Horngren, Cost A ccounting, A M anagerial Emphasis, 
second e d itio n  (Englewood C l i f f s , 'f t .  J . : P 'rentTce-H all, i n c . ,* 1967),
p. 339. The above equation  is  expanded by Horngren: (sa le s /a v e ra g e  
invested  c a p i ta l )  X (net p r o f i t / s a l e s )  equals (n e t p ro f i t /a v e ra g e  in v ested  
c a p i ta l ) .
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f o o t n o t e  2 0 ) .  The m o s t  a p p a r e n t  a l t e r n a t i v e s  a r e  e i t h e r  a  r e d u c t i o n  
i n  i n v e s t m e n t  ( T o r  e x a m p l e ,  r e d u c t i o n  o f  i n v e s t m e n t  t h r o u g h  l a r g e  d i v i ­
d e n d s )  o r  e x n a n s i o n  i n  f u n c t i o n a l  c a p a c i t y  s o  t h a t  s a l e s  c a n  b e  e x p a n d e d .  
As o f  t h e  b e g i n n i n g  o r  t h e  e i g h t h  y e a r  i n  t h e  s i t u a t i o n  w h i c h  t h e  p a p e r  
h a s  o o s i t e d  ( s e e  p a r t  "A" o f  F i g u r e  2 2 ,  p a g e  1 6 5 ) ,  t h e r e  i s  l i t t l e  d o u b t  
t h a t  t h e  r e t a i n e d  r e c o u o e d  d e o r e c i a t i o n  ^ n d s  a r e  a v a i l a b l e  and  c o u l d  
a l l o w  f o r  a n  e x n a n s i o n  o*' * \ i n c t l o n a l  c a p a c i t y  o f  a n p r o x i m a t e l y  9 3 . 3 3 ^  
( i . e . ,  $ 3 ^ , 5 6 6  t o t a l  r e t a i n e d  r e c o u p e d  d e o r e c i a t i o n  f u n d s  m in u s  $ 1 2 , 0 0 0  
' ’o r  o r e s e n t  n ro g ram m ed  r e i n v e s t m e n t / 3 1 7 , 5 3 6  t o t a l  n e t  i n v e s t m e n t  i n  
f u n c t i o n a l  c a p a c i t y  p l u s  £ 1 2 , 0 0 0  p r e s e n t  p ro g ra m m e d  r e i n v e s t m e n t ) .  
M anagem en t s h o u l d  b e  a p p r i s e d  o f  t h i s  b y  a c c o u n t i n g .
I f  t h e  c h a n g e  i n  t h e  i n d i c e s  ( g e n e r a l  a n d  s p e c i f i c )  a r e  a s s u m e d  
t o  b e  t h e  e m e r g in g  n a t t e m  f o r  t h e  n ^ x t  f i v e  y e a r s ,  p r e s e n t  i n v e s t m e n t  
c a n  g e n e r a t e  c u r r e n t l y  a v a i l a b l e  f u n d s  a p p r o x i m a t e l y  e q u a l  t o  a m o u n ts  
n e e d e d  t o  m a i n t a i n  i t s e l f  ( s e e  F i g u r e  2 5 ,  p a g e  1 5 6 ) .  E v e n  i f  t h e  t a x e s  
on  p u r c h a s i n g  p o w e r  w e r e  t o  b e  t r e a t e d  i n  t h e  a l t e r n a t e  f a s h i o n  ( c f . 
F i g u r e s  2 1 ,  p a r t s  8 an d  9 ) ,  c u r r e n t l y  a v a i l a b l e  f u n d s  f ro m  d e p r e c i a t i o n  
r e c o u o e d  a s  p r o j e c t e d  f o r  t h e  n e x t  f i v e  y e a r s  w o u ld  b e :
P r o j e c t e d  f o r  y e a r s
j r  — h d t — 3 1 ------- t j
L o n g - l i v e d  a s s e t s  f u n d s  r e t a i n e d :
T ax  d e p r e c i a t i o n  $ 1 0 , 6 6 7  $ 1 1 , 8 6 7  $ 1 3 , 6 6 6  $ 1 5 , 3 3 6  8 1 7 ,3 3 6
P u r c h a s i n g  p o w e r  c h a n g e  a f t e r
b e i n g  t a x e d  ...........................................  3 , 2 5 0  3 , 7 5 7  6 , 0 6 5  6 , 3 2 0  6 , 6 0 7
I n v e s t m e n t  c r e d i t  a u g m e n t a t i o n  2 0 0  3 2 7  373  6 2 0  6 6 7TO7OT W1 5 ,951 w m m  150,0711 t?5,V08
D e p e n d in g  o n  w h e t h e r  c u r r e n t l y  r e c o u p e d  d e p r e c i a t i o n  f u n d s  a r e  b u d g e t e d  
t o  b e  i n v e s t e d  i n  t h e  p e r i o d  o f  r e c o u p i n g  o r  i n  t h e  p e r i o d  i m m e d i a t e l y  
f o l l o w i n g  w o u ld  d e f i n e  w h e t h e r  o r  n o t  t h e  $ 1 7 , 9 0 6  o f  t h e  t e n t h  y e a r
Figure 25
PROJECTED ECONOMIC AND TAX DEPRECIATION 
AND CURRENTLY AVAILABLE RECOUPED DEPRECIATION FUNDS
Tears
j r  i r  "To~ ~~n~ t ?
(1) Indices (year end):
Oeneral p r i c e ............................................  120 130 11*0 150 160
A ssets ' s p e c if ic ........................................  11*0 160 180 200 220
(2) Replacement co s ts  (beginning of year) .  $ 12,000 J^lS^OOO ^18^000 £^0^000
(3) Economic depreciation  on:
Investment lo t  no. 1* $ 3#33U
 5   3,333 * 3,667
 6 .................................  3,600 3,733 * 3,867
 7 .................................  1*,000 1*,000 1*,000 $ 1*,000
 8 .................................  a , 667 1*,533 1,1*00 1*,267 $ I*,133
 9 .................................  5,331* 5,066 1*,800 l*,53l*
10   6,000  5,600  5,200
1 1   6,667 6,133
1 2...................................     7.33U
Total economic d e p re c ia t io n ....................... $ 18,931* $ 21,267 I  23,333 I  25,331* t  27,331*
Holding g a i n s   1*»100 1*,583 j*,655 U.U62 l*,09l*
Purchasing power d e p re c ia t io n ................... % XU,831* < 16,681* * lfe,678 A 20,872 > 23,21*0
(U) Tax d ep rec ia tio n  » 10,667 $ 11,867 $ 13,1*66 * 15,331* $ 17,331*
(5) Long-lived asse ts  funds re ta in e d :
Tax d ep rec ia tio n ............................................* 10,667 $ 11,867 * 13,1*66 * 15,33U I  17,331*
Purchasing power change in  economic
deprecia tion  charge  I*,l67 1*,817 5,212 5,538 5,906
Investment c re d it  augmentation. . . . 280 327 373 1*20 1*67
T o ta l............................................................I IT,IE* ri7,BU I'Tgrei r '2 lT g9? I"# .767
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are sh o r t hy C?6 (th e  in ference  to th is  p o in t has been th a t  c u r re n tly  
recouped funds a re  budgeted fo r  use in  th e  subsequent p e r io d ) . The 
very nominal substance of th is  amount is  to be noted, aoproxim ating only 
$3/100 of one n e rcen t.
Varlatloaa of "The F i n "  probln. "The Firm" problem i s  now r e c a s t ,  
varying the i n i t i a l  problem as p o s ite d , by superimposing varying con­
d itio n s  w ith  reference  to  the managing of recouped d e p re c ia tio n  funds, 
as w ell as owner investm ents vary ing .
(1) The problem, a£ o r ig in a l ly  considered above, provided th a t  
d ep rec ia tio n  funds recouped would no t be re in v e s te d  con­
tin u o u sly  in  fu n c tio n a l cap ac ity  -  th a t  reinvestm ent would 
be made only upon e x o ira tio n  of the economic l i f e  o f the  
lo n g -liv ed  a s s e ts ;  new owner investm ents fo r  the purpose of 
acqu iring  a d d itio n a l fu n c tio n a l cap ac ity  would be made in  
years 2 through 5.
These co nd itions are  now varied  as follow s 1
(2) In  addi t i o n  to  new owner investm ent in  e^ch of the i n i t i a l  
f iv e  y ea rs  th e re  is  a program of re in v e s tin g  recouped depre­
c ia t io n  funds in  fu n c tio n a l cao ac ity  each y e a r.
(3 ) There i s  a program o f re in v e s tin g  recouped d ep rec ia tio n  funds 
in  fu n c tio n a l cap ac ity  each y ea r bu t th e re  w ill  be no new 
owners1 investm ents in  years 2 through
(!*) The program as o r ig in a l ly  considered providing th a t  recouped 
d e o re c ia tio n  Funds w i l l  not be re in v e s te d  con tinuously  bu t 
r a th e r  fu n c tio n a l cap ac ity  w il l  be rep laced  only upon
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e x p ira tio n  of i t s  economic l i f e  and th e re  w il l  be no new
owners' investm ents in  y ea rs  2 through
Leaving a l l  the o ther cond itions of The Firm problem r e la t iv e ly  as
27s ta te d  o r ig in a l ly ,  the r e s u l ts  o f re ca s tin g  th e  problem, as w ell as 
under the  o r ig in a l  c o n d itio n s , a re  summarized through sta tem ents p re­
sented in  Figure 26, pages 159-161.
Regarding maintenance and replacem ent of lo n g -liv ed  a s s e ts ,  one 
conno tation  th a t  may be a ttach ed  to  th i s  a sp e c t c a o i ta l  accum ulation 
is  "improving e x is tin g  equipment to  keen ahead of com petition , purchas­
ing new equipment which i s  e s s e n t ia l  fo r  the  co n tin u a tio n  o f e x is tin g  
2 8f a c i l i t i e s . "  In co rp o ra tin g  th is  id e a , the f i r s t  ^ive y ea rs  have been 
re c a s t  as Drovided under cond itions (2) above, the  source o f funds fo r 
such m aintenance, replacem ent and purchasing of new equipment b e ir^  new 
owners' investm ents and re investm en t o f recouped d e p re c ia tio n  funds. By 
the  end o f th e  f i f t h  y e a r  th e  working c a p i ta l  tu rnover (th e  base n e t of 
recouped d e p re c ia tio n  funds) has improved to  2 .^2  as compared to  l . f l l  
under the o r ig in a l  c o n d itio n s , the r a te  of r e tu rn , 17.8£ compared to  
9 . l£ ,  and c a p i ta l  tu rn o v e r, 1 .53 to  0 ,8 8 . At th e  s t a r t  of th e  s ix th  
year the f i r s t  investm ent block of #10,000 i s  due fo r replacem ent and 
the d e p rec ia tio n  funds c u r re n tly  a v a ila b le  from the opera tio n s o f  the 
f i f t h  year sum to  $20 , 08Ia, whereas under th e  o r ig in a l  co n d itio n s they  
summed to  010,000. I f  the owners’ eq u ity  had made only th e  i n i t i a l
27Vlde po. 131, 133 and 135.
pD
Laederach, lo c . c i t .
Figure 26
F inancial Statements under^^iyjng^C onditiona fo r  Five le e rs
STATEMENTS OF REVENUES AND 
RHIUOVE) ToBTs -
Tear I  (75$ capacity)
UF—SF i£* SI*
Tear I I  (80$ capacl
H *  H P  U 7» f t
, jOO $16,000 |1 6 >000 >30,700 $36,1*00 »19,iiOQ $13.700T otal "a c tiv ity "  funds inflows , 
Types o f " a c tiv ity "  funds inflows* 
Working c a p ita l funds -  
Coet of goods manufactured 
and sold* . . . . . . . .
Other n ecessarily  Incurred 
operating co sts  . . . . .
Recouped deprec ia tion  funds” 
Funds earned fo r  government -  
Taxes (22$). . . . . . . . .
Leas investment c re d it  . . .  
Increm ental ■ ac tiv ity "  inflows 
T otal "a c tiv ity *  funds inflows •
COMIEIBKD STATEMENTS OF POSITION -
Coanon 'a s  se ts  funds.........................
Com dtted long-lived  a sse ts  funds*
Coet v a lu es .....................................
Accumulated dep rec ia tion  . . . 
T o ta l asse ts  funds .........................
Sources of funds -  owner's1 equity*
C ap ita l s to ck .................................
Retained earn ings.........................
Total of sources of funds. . . .
. $10,500  $10,500  $10,500  $10,500
2,170 2,170 2,170 2,170
3,330 3,330 3,330 3,330
—0— —0— *̂0—
lo s t  lo s t  lo s t  lo s t
$16,000 $16,0#) $L6 ,006  $16,066
$13,330 $13,330 $13,330 $13,330
10,000  10,000  10,000  10,000  
(3 ,330) (3 ,330) (3,330) (3 ,330] 
$20,000 $20,000 $20,000 $20,000
$20,000 $20,000 $20,000 $20,000 
—O— “0— —0—
$20,000 $20,000 $20,000 $20,000
$20,100 $23,900 $12,700 $ 8,900
2,390 2,1*70 2,220 1,860
6,000 7,111 3,778 2,667
1*86 61*2 1SU 60
(233) (311) (78) -0 -
1,957 2,568 626 213
$30,700 $36,1*06 $19,1*00 $13,700
$21,290 $19,699 $Ui,liOb $16,213
20,000 23,333 13,333 10,000 
(9*333)(10,1*1*1*)( 7,111) (6.000) 
B Q g f  $2^213
$30,000 $30,000 $20,000 $20,000 
1,957 2,588 626  213
$31,957 $32,588 $20,626 $20,213
^Conditions (1 ) ,  (2 ) , (3 ) , and (1*) are defined in  l a s t  colmwi o f th is  F igure, see page 
•Excludes dep rec ia tion ,
^Economic depreciation as defined in  th is paper, vide pages 32-33 and 50-51.
figure 26 (continued)
"THB FIRM"
fin a n c ia l Statements under Varying Conditions fo r  Five Teare
STATEMEHTS OF PEVENUES AND 
RECOUPED COSTS -
T otal " a c tiv ity "  funds inflows 
Types of " a c tiv ity "  funds inflow s: 
Working c a p ita l  ftinds -  
Coet of goods manufactured 
and s old* « » « » • • • « • 
Other n ecessarily  incurred 
operating costa 
Recoiped deprecia tion  funds** • 
Funds earned far government -
Taxes (2 2 ?).................................
Leas investment c re d i t  . . . 
Increm ental " a c tiv ity "  inflows
T otal " a c tiv ity "  funds inflows .
CONDEHSED STATEMENTS OF POSITION -
Tear i n  (65$ capacity ) Tear IT (90$ capacity)
HP— lib1 122* ' iS* S?—
.100 >25,30000 $61.200 $22,600 $10,900
$28,500 $1*0,200 $11*,800 $ 7,200 |$35,300 $59,100 $16,600 $ 5,100
2,890 3,1*50 2,1*20 1,01*0
9,333 15,61*9 U,390 1,333
1,381 2,727 1*16 50
(233) (1*96) (97) -0 -
5,129 9,670 1,571 177
153,800 $90,100 $25,300 $ 7,700
2,630 2,880 2,310 1,1*80
8,000 11,259 i*,H*8 2,000
961 1,597 295 1*8
(233) (399) (88) -0 -
3,61*2 5,663 1,135 172
* e • e «
$1*3,500 $61,200 $22,600 $10,900 
$32,932 $29,510 $15,909 $18,305C«nm d  as se ta  funds.
Ccanaltted long-lived  a sse ts  f in d s :
Cost v a lu e ......................  30,000  1*0,1*1*1* 17,111 10,000
Accumulated deprecia tion  . . ,  (17,333) (21,703) (11,259) (8 ,000]
T o ta l asse ts  f u n d s ............................. $1*5,599 $1*8,251 $21,761 $20,385
Sources of funds -  owners1 eq u ity :
C ap ita l s tock . . . . . . . . .  $1*0,000 $1*0,000 $20,000 $20,000
Retained earn ings........ 5,599 8,251 1,761 385
T otal of sources of funds. . . . $1*5,599 $1*6,251 $21,761 $20,385
$1*7,391* $1*3,570 $17,722 $19,895
1*0,000 61,703 21,259 10,000 
(26,666)(37,352)(15,61*9) (9,333)
$60,728 $67,921 $23,332 $20,562
$50,000 $50,000 $20,000 $20,000 
10,728 17,921 3,332  562
$60,728 $67,921 $23,332 $20,562
^Conditions (1 ), (2 ) , (3 ) ,  and (1*) f*e defined in  la s t  column of th is  F igure, see page 
*Excludea dep rec ia tion .
^Economic depreciation as defined in  th is  paper, vide pages 32-33 and 50-51*
Figure 26 (concluded)
"THE FIRM"
Financial Statements under Varying Conditions fo r Five Tears
STATEMENTS OF REVENUES AND
flROPHHS 6(Bts -
Total "activity* funds inflows 
Types of "activity" ftrnds inflows* 
Working capital funds -  
Cost of goods manufactured 
and sold* • * • « • • « « « 
Other necessarily incurred  
operating costs . • • • • * 
Recouped depreciation funds*3 . 
Funds earned for government -
Taxes (22%).................................
Less investment credit . . , 
Incremental "activity* inflows 
Total "activity" funds inflows . 
CONDENSED STATEMENTS OF POSITION -
“ 5
Tear V (9$% capacity)
HF— 12* B f " "TEF
>60,600$122,500 >27,000 $ lj .IOO
>39,900> 80,1400 >17,700 > 2,700
3,180 li,liO0 2,550 560
10,000 20,08U li,ii36 667
1,698 L.007 509 38
( 233) (598) ( 102) -O -
6,255 H i,207 1,907 U 5imt.bwi 122,503 1rose rsrro
a sse ts  funds............................. >63,61*9 >62,212 >19,675 >20,697
C o n i t te d  long-lived  a s se ts  funds 1
Cost va lues.....................................  50,000 87,352 25,6U9 10,000
Accumulated depreciation  . • • (36,666)(57,U36)(20,085)(10,000!
Total a s s e ts  ftinds............................... >76,983 f&TFSB *fc,239 >20,697s a s n K  m e s x
Sources of funds -  owners* equity*
C apital s tock ..................................... >60,000 >60,000 >20,000 $20,000
Retained earn ings.........................  16,983 32,128 5,239 697
T otal o f sources of funds. . . . >76,983 f9Z,lZ6 >25,239 >20,697




Recouped rec ia tion  funds of 
the i n i t i a l  years not re ­
invested  in  functional capa­
c i ty  (reinvestm ent only upon 
exp ira tion  of economic l i f e )  
but new owner investment in  
functiona l capacity  in  each 
of the i n i t i a l  f iv e  (5) years .
Conditions (2)*
Program of re investing  recouped 
deprecia tion  funds each year 
plus new owner investment in  
each of the i n i t i a l  f iv e  (5) 
y ea rs .
Conditions (3)»
Same as conditions (2) above 
except no new owner in v est­
ment in  years 2 through 5.
Conditions (I*)*
Same as conditions (1) above 
except no new owner in v est­
ment in  years 2 through 5 .
Conditions (1 ) , (2 ), (3 ) , and (h) are defined in  l a s t  column of th is  F igure, see above. 
^Excludes dep rec ia tion ,
^Economic depreciation as defined in th is paper, vide pages 32-33 and 50-51.
161
162
investm ent (no a d d itio n a l investm ent in  the four years  subsequent to  the 
year of in c e o tio n  of the business) and had management budgeted and in ­
vested  the d ep rec ia tio n  funds recouped each y e a r , the amount o f depre­
c ia t io n  funds recouped xn th e  f i f t h  y ea r would have been $U,U36 to  apply 
ag a in s t the &10,000 reinvestm ent to  be made a t  th e  s t a r t  of th e  s ix th  
y e a r . W ithout th e  budgeting and re in v e s tin g  of recouped d ep re c ia tio n  
funds each y e a r  (new owners' investm ent subsequent to  i n i t i a l  investm ent 
s t i l l  not a c o n d itio n ) , only $667 would have been c u rre n tly  recouped 
and a v a ila b le . The l a t t e r  sta tem ents are not made to  negate th e  o r ig i ­
n a l observa tions o f amounts, o th e r than c u r re n tly  recouped, orobably 
being a v a ila b le  because of the d isD roportiona te  growth fa c to r  in  working 
c a p i ta l  (common a s s e ts )  funds tra c e a b le  to  recouped d e p re c ia tio n  funds 
en te rin g  in to  th is  c la ss  o f a s s e t s .29 Under the l a s t  cond itions th is  
d iso ro p o rtio n a te  growth fa c to r  i s  even more pronounced, having reduced 
the working c a o i ta l  tu rn o v er (recouped d e p re c ia tio n  funds to  d a te  ex­
cluded from th e  denom inator) to  0 .31  as compared to  the 1.81 tu rnover 
under the o r ig in a l  co n d itio n s  of The Firm problem . Figure 27, page 163, 
is  a summary of th e  r a t io s  under th e  fou r s e ts  of co n d itio n , and fo r the 
i n i t i a l  f iv e  y e a rs , which have been emphasised in  the d isc u ss io n  of The 
Firm problem.
The problem of The Firm encompasses the investm ent d ec is io n  and 
the financ ing  d e c is io n .^ 0 I t  should be accounting which makes management
29Cf. a n te , pp. 138-139.
3°Vlde a n te , p . 110.
Figure 27
SUMMARY OF PERTINENT RATIOS EVOLVED FROM "THE FIRM” PROBLEM 
UNDER THE VARYING PRESCRIBED CONDITIONS
WORKING CAPITAL TURNOVER V 
-  equals -
Working c a p ita l  outflows
Tear I Tear I I Tear I I I






















" T 3 > " U ] *  
1.71 1.13








(ACID) ^ Tear I Tear I I Tear i n
WORKING CAPITAL TURNOVER 
.  equals -  
Working c a p ita l  outflows  ̂ 1.27
1 5 ) *  0 1 *  
1.27 1.27
U >  ( l )*  
1.27 2.05












Average coenon asse ts  funds Tear IV Year V
excluding 
recouped dep rec ia tion  funds/
(1)*
2.10
i i i *  m *  m *







RETURN ON > Tear I Tear I I Year I I I
AVERAGE INVESTMENT 
-  equals -  
Incronental 
"a c tiv ity "  Inflows : 
Average invested c a p ita l  J
u j * (2>* y 2 *
v —  Broke even -
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-  equals -
Sales
Average invested c a p ita l
/
^Conditions are the  same a:
Tear I Tear n Tear I I I
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cognizant of th e  ram ifica tio n s  of such d ec isio n s as w ell as a id ing
management in  a r r iv in g  a t  such d e c is io n s . "Accounting has id e n t i f ie d
i t s e l f  with the measurement of co rporate  n e t p r o f i t ,  to  the v i r t u a l
31exc lusion  of o th e r aspects of business a c t iv i ty ."  Accountants must
delve fu rth e r  and deeper in to  the an a ly s is  and expression  of the items
th a t  comprise th e  " to ta ls "  which oroduce the " n e ts ."  With re fe ren ce  to
recouped d e p re c ia tio n  funds, i t  i s  fo r  management to  decide whether
they  should be so deployed ag a in , contnitted to  th e  natu re  of long-
liv ed  a s s e ts ,  o r be allowed to  en te r  the common a s se ts  funds; bu t i t
i s  fo r accountants to
do a more comnlete Job in  tra c in g  and re g is te r in g  the flow o f funds. 
. . .  by fo llow ing the flow of funds more c lo se ly  . . . th e re  Ts 
not p o s s ib i l i ty  of d ividends therefrom  DL*e *» a s s e ts  in  which su rp lu s 
res id es] u n less  and u n t i l  the  funds involved are l ib e ra te d ,  or un­
le s s  and u n t i l  o th e r funds -  such as the no rtlon  o f gross revenue 
charged fo r  th e  purpose of recognifTng d ep rec ia tio n  -  are a r re s te d  
in  t h e i r  normal flow and made to  assume tne ro le  of n e t e a rn in g s .3?
As noted ear l i e r ,  th e  co s t of c a p i ta l  i s  p r im arily  a f in a n c ia l 
management problem. For p resen t purposes in  surveying the treatm ent of 
the problem in  c u rre n t l i t e r a t u r e ,  i t  su f f ic e s  to  note th a t  th e  cost 
of c a o i ta l  i s  accepted more and more as being d e f in a b le  n o t only by 
re fe ren ce  to  borrowing r a te s  bu t ra th e r  approaching i t  as a composite 
r a t e .  I t  "then i s  a r a te  th a t  r e f le c ts  no t only th e  a p p ra isa l of the
^M aurice  M oonits, " D ire c to r ’s P re fa ce ,"  "Cash Flow" A nalysis 
and the Funds S tatem ent, Accounting Research Study Mo. 5 , by Ferry  
Mason {New York: American I n s t i tu t e  of C e r t if ie d  Public A ccountants,
1961], pp. x l - x i i .
^ F a to n ,  "Cost and P r o f i t s ,"  p. 318, emphasis added. Cf. a n te , 
o a r t ic u la r ly ,  pp. 5-7 .
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lending market of the  c o s t  of funds but a lso  in  p a r t  i s  an owners' ap­
p r a i s a l  o f  the  cos t i n  l i g h t  of r e tu rn s  on investm ent.
That th e re  must be a minimum owner investment has long been a
premise which lending i n s t i t u t i o n s ,  such as banks, have ac ted  upon in
deciding whether to  make funds av a ila b le  to loan a p p l ic a n ts .  On the  
one hand, th e  Droblem of The Firm, as f i r s t  p o s i ted , a t ta in ed  a strong 
eq u ity  p o s i t io n  {even s tro n g e r  under the  second s e t  of cond itions)  
which would be favorable in  a borrowing s i tu a t io n  were i t  decided ex­
pansion beyond c u r re n t ly  a v a i la b le  funds should be obtained and employed.
On the o ther hand, the  problem demonstrates to  a degree the 
in te r n a l  c o s t l in e s s  of th e  funds. Over and above the dem onstration of 
se lf- in d u ced  s luggishness th e re  i s  another a sp e c t  which i t  is  f e l t  adds 
to  th e  c o s t l in e s s  of the funds employed. Management's investm ent de­
c is io n s  (owners*, too) a re  evidence of " e x p e c ta t io n s ,” Accounting gives 
expression  to  such "expec ta tions” in  recording and rep o r tin g  these 
investments and t h e i r  subsequent u t i l i z a t i o n .  Accounting a lso  should 
re p o r t  to management " l o s t  ex p e c ta t io n s ,"  a f a c to r  which should be 
weighed in  a r r iv in g  a t  dec is ions  concerning the commitment of funds to  
th e  id e n t i ty  of lo n g - liv ed  a s s e ts .  "Why were such expecta tions lo s t? "  
i s  a question  which needs to  be answered before management, in  co n s id er­
ing recouped d ep rec ia t io n  funds, d i r e c t s  t h e i r  reinvestm ent in  long- 
l iv ed  fu n c t io n a l  c a p a c ity .  As between the sa le s  budget and the  ca p a c ity  
budget, as a p a r t  of o p e ra t io n a l c a p i ta l  budgeting, accounting should 
c u r re n t ly  be ap p r is in g  managment of lo s t  ex p e c ta t io n s .  In  The Firm 
problem th e re  were gross l o s t  revenue expec ta tions  in  each of th e  f i r s t
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f i v e  y e a r s  o f  a p p r o x i m a t e l y :
Years
-L X  X  X  IL
T'AVfiTMlOS lltlH P T 1*
C o n d i t i o n s  ( l )  .  1 $ 5 , 3 0 0  t  7 , 7 0 0  i  7 , 7 0 0  $ 5 , 9 0 0  $ 3 , 2 0 0
C o n d i t i o n s  ( 2 )  . .  5 , 3 0 0  9 , 1 0 0  1 C ,6 0 0  1 0 , 1 0 0  6 , 5 0 0
C o n d i t i o n s  ( 3 )  . .  5 , 3 0 0  1 , 8 0 0  3 , 9 0 0  2 , 8 0 0  1 ,1 |0 0
C o n d i t i o n s  ( 1 )  .  . 5 , 3 0 0  3,1*00 1 , 9 0 0  833 167
R e c a p p i n g  t h e  t o t a l  i n f l o w s  o f  T he F i r m  a s  c o m p a re d  t o  t h e  p o s s i b l e
maximum e x p e c t e d  c o n t r i b u t i o n  o f  r e v e n u e s ,  t h e r e  was l o s t  13$  o f  e x -
33n e c t e d  r e v e n u e s  u n d e r  t h e  o r i g i n a l  c o n d i t i o n s *  W i t h  t h e  s e c o n d  s e t  
o f  c o n d i t i o n s ,  u n d e r  w h ic h  a  p r o g r a m  o f  r e i n v e s t m e n t  o f  c u r r e n t l y  a v a i l ­
a b l e  r e o u p e d  d e p r e c i a t i o n  f u n d s  s u p p l e m e n t e d  new o w n er  i n v e s t m e n t ,  t h i s  
l o s s  was r e d u c e d  t o  1 1 $ .  U n d e r  c o n d i t i o n s  ( 3 )  a n d  ( 1 )  t h e  l o s e  w as 
lh% a n d  1 9 $ ,  r e s o e c t i v e l y *
S u s N i y *  New o w n er  I n v e s t m e n t  a n d  r e i n v e s t m e n t  o f  r e c o u o e d  d e p r e c i a t i o n  
f u n d s  w e re  c o n s i d e r e d  s e p a r a t e l y  and  i n  c o m b i n a t i o n  a s  p o s s i b l e  s o u r c e s  
o f  f u n d s  a v a i l a b l e  f o r  i n v e s t m e n t  i n  f u n c t i o n a l  c a p a c i t y .  T h e s e  w e r e  
t h e  o n l y  v a r i a b l e  s o u r c e s  o f  f u n d s  c o n s i d e r e d  a s  f a r  a s  f u n d s  f o r  t h e  
p u r p o s e  o f  c o m m itm e n t  t o  l o n g - l i v e d  a s s e t s .  W i t h  tw o  v a r i a b l e  c o n ­
s i d e r e d ,  t h e  f o u r  p o s s i b l e  c o m b i n a t i o n s  o f  t h e s e  v a r i a b l e s  w e r e  o b s e r v e d  
t h r o u g h  t h e  m edium  o f  T h e  F i r m  p r o b l e m ;  b e t w e e n  t h e s e  f o u r  c o m b i n a t i o n s  
t h e r e  a r e  s i x  p o s s i b l e  c o m p a r i s o n s  w h ic h  c a n  b e  made a n d  c a n  l e n d  th e m ­
s e l v e s  t o  som e g e n e r a l i s a t i o n s .
( l )  I f  b o t h  new i n v e s t m e n t  f u n d s  a n d  r e t a i n e d  r e c o u p e d  d e p r e ­
c i a t i o n  f u n d s  a r e  a v a i l a b l e ,  t h e  u s e  o f  b o t h  s o u r c e s  o f
^ C f .  an te , fo o tn o te  6 ,  p .  1 3 7 .
167
funds i s  p re fe ra b le  to  th e  choice to  employ e i th e r  one or 
th e  o th e r,
(2) I f  a s e le c tio n  i s  to  be made between the  two sou rces, new 
investm ent is  th e  o re fe ra b le  choice because i t  in c reases  
t o t a l  fu n c tio n a l caoae ity  a t  a g re a te r  r a te  than  th e  capa­
b i l i t y  of in te rn a l ly  produced funds to  generate th e i r  own 
continuance,
(3) E ith e r  source can supplement and improve th e  r e s u l t s  of 
the o th e r  source,
(U) Even though in te rn a l ly  generated  funds a f f e c t  th e i r  own 
c o n tin u a tio n , and produce, th e re fo re ,  revenues, bu t a t  a 
le s s e r  r a te  than  "new" funds, th ey  s t i l l  should be considered 
as one a l te rn a t iv e  in  planning fo r  maintenance and re p la c e ­
ment of lo n g -liv ed  a s s e ts ,
Any flow i s  comprised of e lem ents; to  c o n tro l  and d i r e c t  the flow 
most e f f e c t iv e ly  th e  natu res of th e  elements com prising the t o t a l  flow 
must be understood . I n i t i a l l y  in  the problem of The Firm, using con­
v en tio n a l accounting p rocedures, working c a p i ta l  was sunned w ith  no 
d e f in i t io n  of i t s  sources by n a tu re  ( c f .  F igure 20, page 13U), th e re fo re , 
th e re  was an a s s im ila tio n  o f lo n g -liv ed  a s se ts  funds in to  th i s  c la s s  
o f  a s se ts  w ithout d e f in i t io n  or as th e  d i r e c t  r e s u l t  of d ec is io n s  of 
management. Even in  th e  more d e ta i le d  an a ly ses , such as a re  found in
3**Cf. a n te , the connotation  a ttach ed  to  th i s  a sp ec t o f  c a p i ta l  
accum ulation, page l£ 8 .
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sta tem ents o f sources and a p p lic a tio n s  of funds, such d e f in i t io n  of 
funds flows and s h i f t s  in  funds are lo s t  because of techniques employ­
ed. This de-emphasis (o r lack  of em ohasis) of funds flows allows 
fixed a s se ts  to c i r c u la te  in to  working c a p i ta l  funds w ithout management 
being conscious of such s h i f t s ,  w ithout management s p e c if ic a l ly  d i r e c t ­
ing th a t  th i s  s h a l l  be the course of recouped d ep rec ia tio n  funds. This 
does not allow management to  e x e rc ise  i t s  r e s p o n s ib i l i ty  to  make such 
d e c is io n s . M odifications of analyzing and re p o rtin g  suggested in  the  
p re se n ta tio n  of The Firm problem have been p resen ted , th e i r  in tended 
purpose being to  pu t on management's shoulders the r e s p o n s ib il i ty  of 
such d ec is io n s  ra th e r  than these  s h if ts  between funds by natu re being 
the r e s u l t  o f accounting p rocedures. The Firm problem dem onstrates the 
s h i f t  in  funds between a s se ts  o f a lo n g -liv ed  natu re  and of a common 
a s se ts  or working c a p i ta l  funds n a tu re . Accounting must t r a c e  and re ­
p o r t th ese  funds flew s to  managementj management must d i r e c t  and co n tro l 
these  funds flow s.
■^For example, in  the techniques employed in  th e  p rep ara tio n  and 
p re se n ta tio n  of th e  sta tem en t of sources and ap o lic a tio n s  of funds, 
d ep rec ia tio n  charges are added back to  n e t income and then  an exp la­
n a tio n  fo r such m athem atical o p era tio n  i s  sough t. (This i s  a procedure 
which in  i t s e l f  has led  to  no end of m isco n cep tio n s ,) I t  is  l e f t  to  the 
u se r of th e  s ta t« n e n t , i f  so in c l in e d , to  compare these charges re p o r t­
ing consumed and recouped fu n c tio n a l c a p ac ity  to  replacem ent of such 
fu n c tio n a l cap ac ity  under th e  "funds aDolied" se c tio n  of the s ta tem en t. 
Such comparisons do no t im part the im portan t in form ation  as to  how much 
" s h i f t , "  i f  any* in  funds has occurred and in  which d ir e c t io n  -  i t  would 
very d e f in i te ly  be th e  exception  ra th e r  than  the ru le  fo r the two item s 
not to  encompass some s h if t in g  o f funds between a s se ts  o f th e  n a tu re  o f 
lo n g -liv ed  and of th e  natu re  of c i r c u la t in g .  The q u an tity  of the s h i f t  
i s  no t ev id en t w ithou t d e ta i le d  a n a ly s is ,  i t  i s  n o t provided by the 
simple a c t  of comDarison between th e  f ig u re  re p o rtin g  recouped d ep rec i­
a tio n  funds and th e  f ig u re  re p o rtin g  investm ent in  lo n g -liv ed  a s s e ts .
CHAPTER V III
SUMMARY AND CONCLUDING OBSERVATIONS
A physical body is  observed and to  the  sen ses , such as s ig h t  
and touch, i t  i s  a s o l id ,  s ta b le  mass. Science has observed, however, 
th a t  these  bodies are  a com posite of a m u ltitude of sm aller bodies which 
are in  constan t m otion. In th e  economic w orld, the f irm , as an o b jec t 
of observ a tio n  and a n a ly s is , rev ea ls  i t s e l f  as a com posite body of many 
p a rts  in  co n stan t movement, some p a r ts  moving very ra p id ly  and some, 
very slow ly . There is  th e  p fy s ic a l body of a s s e ts  which i s  m an ifest of 
the id e n t i ty  of the fiim  b u t th is  p h y sica l body is  composed of fin an ­
c ia l  re so u rc e s , funds, economic v a lu es , which are in  a co n stan t s ta te  
of f lu x .
These funds or f in a n c ia l  re so u rce s  may be defined  according to  
th e i r  so u rce , t h e i r  n a tu re  and/or t h e i r  flow (movement). In th i s  paper, 
the term  "funds" u n q u a lif ied  hai been employed to  encompass a l l  f in an ­
c i a l  re so u rc e s . The prim ary o b jec t o f the study has been to  observe 
and tra c e  th e  funds id e n t i f ie d  through conmitment to  lo n g -liv ed  a s se ts  
through t h e i r  various s tag es  of f lu x ,  the various spans of flow being 
investm ent, d isinvestm en t and re investm en t. The term "funds" q u a lif ie d  
v a rio u s ly  as lo n g -liv ed  a s s e ts  fu n d s, d ep re c ia tio n  funds and recouped 
d ep rec ia tio n  funds has been used to  d e fin e  the resou rces o f  a p h y s ic a l, 
d ep rec iab le  natu re  ( lo n g -liv e d  a s s e ts  funds) and th e i r  tran sfo rm atio n  
from th i s  committed, embodied s ta te  to  a s t a te  of l iq u id i ty  (recouped 
d ep rec ia tio n  funds) through u t i l i z a t i o n  (d ep re c ia tio n  funds).
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In  observ ing , d e fin in g  and re p o rtin g  th is  tran sfo rm atio n , the 
accountant i s  confronted with a tw o-dim ensional problem, th e  movement 
or a c t iv i ty  dimension o f funds flows and the time dimension th e re o f . 
N either dimension i s  m utually e x c lu s iv e ; the time dimension encompasses 
the a c t iv i ty  dim ension, b u t whereas time is  con tinuous, a c t iv i ty  is  not 
n e c e ssa rily  continuous or uniform . A ctiv ity  u t i l i z i n g  th e  se rv ices  o f 
the  a s s e ts  may be i r r e g u la r  and /o r d is c re te .  Commencing w ith th e  com­
mitment of f in a n c ia l  reso u rces  to  th e  a c q u is it io n  of p h y s ica l agents of 
fu tu re  s e rv ic e , the two dimensions of the problem m anifest to  account­
ants a p a r a l l e l  to  the two d im ensional co n s id e ra tio n s  confron ting  the 
ow ners-inve:to rs  and the  managers of these funds. These o a r a l le ls  a re :
( 1 )  E c o n o m ic  s a c r i f i c e  o r  d e f e r r a l  o^  u s e  o f  e c o n o m ic  v a l u e s  
i n  e x p e c t a t i o n  o f  r e c o u p m e n t  p l u s  i n c r e m e n t s  ( i . e . ,  t i m e  
d e f i n e s  t h e  f o r b e a r a n c e  i n  t h e  l i g h t  o f  e x n e c t a t i o n s  o f  
t h e  f u t u r e ) ;  an d
(2) Expending of the economic va lu es a t  a subsequent tim e(s) 
( i . e . ,  a c t iv i ty  d efin es  th e  u t i l i z a t io n  and, hopefu lly , the 
f ru i t io n  of th e  expecta tions of s a c r i f i c e  in  the produced 
subsequent revenues).
I n i t i a l l y  commitment of l iq u id  funds to  the natu re  of lo n g -liv ed  
a s s e ts  fhnds i s  expressed in  terms o f c o s t  couched in  th e  monetary u n it  
of th e  econony. Subsequently these c o s ts  values are  exoended and through 
an accounting convention matched a g a in s t revenues to  give sta tem en t to  
economic increm ents or lo s s e s .  Through th ese  subsequent tim es another 
a sp e c t of th e  time dimension o f th e  problem m an ifests  i t s e l f  -  a
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question ing  of the accounting convention regard ing  th e  s t a b i l i t y  of the 
monetary u n it  as a u n i t  o f measure. The tim e dim ension, encompassing 
genera l and s p e c if ic  a c t iv i ty ,  emphasizes th e  lack of s t a b i l i t y  of the 
monetary u n i t .  The g re a te r  the lag  between commitment and recoupment 
o f the funds id e n t i f ie d  with lo n g -liv ed  a s s e ts  the more evident the 
change in  th e  magnitude of command of the monetary u n it  used as a means 
of exoression  of the lo n g -liv ed  a s se ts  funds and th e i r  economic value 
of command,
Tn considering  th is  one stra tum  o f t o t a l  funds or f in a n c ia l  
re so u rce s , i . e . ,  funds id e n t i f ie d  by commitment as lo n g -liv ed  a sse ts  
funds, th e re  seem to  be se v e ra l major fa c e ts  of the accounting problem
which accountants must consider and re so lv e :
(1) T'hat is  th e  magnitude o f the economic value of liq u id  funds 
i n i t i a l l y  committed by management to  an id e n t i ty  o f long- 
liv ed  a s s e ts  funds?
(2) P e r io d ic a lly  ( i f  not con tinuously ) give management a s t a t e ­
ment as to :
a . What funds values a re  s t i l l  embodied w ith in  th e  p h y sica l 
agents of se rv ic e  ( a s s e t  accounting asp ec t of the 
problem)?
b . How much o f th e  funds values have been adequately  id e n t i ­
f ie d  and a re  chargeable as a proper measure o f expend­
i tu re s  of th e  d eferred  economic values to  produce cu rren t 
revenues (d e p re c ia tio n  accounting a s p e c t o f th e  problem)?
c . Are the  monetary u n its  used as a means o f exp ressing
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a n s w e r s  t o  t h e s e  a n d  o t h e r  q u e s t i o n s  a l l  o f  t h e  sa m e  
m a g n i t u d e  i n  t e r m s  o f  o u r c h a s i n g  p o w er  o r  e c o n o m ic  
p o w e r  t o  command o t h e r  g o o d s  a n d  s e r v i c e s  ( f i n a n c i a l  
a s p e c t  o f  t h e  a c c o u n t i n g  D ro b le m } ?
( 3 )  I f  t h e  f u n d s  v a l u e s  i d e n t i f i e d  w i t h  l o n g - l i v e d  a s s e t s  ( o r  
a  o o r t i o n  t h e r e o f )  h a v e  b e e n  l o g i c a l l y  a n d  d e f e n s i b l y  
a c c o u n t e d  f o r  a s  h a v i n g  b e e n  e x p e n d e d  I n  t h e  p r o d u c t i o n  
o f  c u r r e n t  r e v e n u e s ,  h a v e  s u c h  b e e n  r e c o u p e d  an d  a r e  t h e y  
a v a i l a b l e  f o r  r e - e m p l o y m e n t ?
In  o th e r words, th e  fa c e ts  of th e  problem of accounting fo r  lo n g -liv ed  
a s se ts  funds are th e i r  v a lu e , c o n tin u a tio n , u t i l i z a t i o n  and recoupment, 
and the planning th e re fo r .  These face ts  bespeak of a continuous f lu x  
of funds; these  funds are  of a t r a n s ie n t  economic n a tu re .
A dynamic approach to  the a s s e t  accounting asp ec t o f th e  problem 
seems very a t ta in a b le  i f  a sta tem ent of ex is ten ce  of lo n g -liv ed  a s se ts  
funds can be oroduced and defended as having c u r re n t economic s i g n i f i ­
cance. The f i r s t  s tep  in  producing such a sta tem en t having c u rre n t 
economic s ig n if ic a n c e  is  based to  th e  concept th a t  c o s t incurrence in  
the a c q u is it io n  of lo n g -liv e d  a s s e ts  i s  a commitment of purchasing 
power, th e  revenue producing e f f e c ts  o f which are d e fe rre d .^  F u rth e r,
^•In th i s  d i r e c t io n ,  th e  one accounting convention which seems to  
need to  be abandoned i s  th e  convention of th e  s ta b le  moentary u n i t .
There can be no argument th a t  s t a b i l i t y  of th e  magnitude of th e  pur­
chasing power of th e  monetary u n i t  does no t e x is t  -  th e  housew ife, the  
man on th e  s t r e e t  i s  cognizant o f  th is  economic f a c t  o f l i f e .  The measur 
ing o f th i s  v a c i la t io n  o f purchasing power i s  n o t an accounting problem 
alone b u t accounting should take a very  a c tiv e  p a r t  in  i t s  d e f in i t io n  
and re s o lu t io n .
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c o s t is  an ev a lu a tio n  of fu tu re  b e n e f its  d iscounted to  date  of a c q u is i­
t io n  (consc iously  or unconsciously) and equated to  a c q u is it io n  c o s t , 
o therw ise such c o s t in cu rren ce  would be foregone because i t  would not 
be worthwhile ( p ro f i ta b le )  to  make th e  a c q u is it io n  commitment. The 
nurchasing oower o r the funds committed to  the lo n g -liv ed  a s se ts  id en ­
t i t y  v a r ie s  w ith in  th e  two dimensions observed, i . e . ,  th e  time dimen­
sion  and the a c t iv i ty  dim ension. Asset accounting and d ep rec ia tio n  
accounting , subsequent to  a c q u is it io n  of the long -lived  a s s e t ( s ) ,  
jo in t ly  can q u a lify  th i s  committed ourchasing oower through the time 
and a c t iv i ty  dim ensions of the l iv e s  of the lo n g -liv e d  a s se ts  funds.
This paper has taken  the g e n e ra l- s p e c if ic  index aporoach to  such q u a l i -  
2f ic a t io n .
Time encompasses the change in  both  the  genera l and the sp e c if ic  
in d ex . The index o f g en e ra l purchasing power q u a l i f ie s  the monetary 
sta tem ent of th e  purchasing oower committed to  th e  lo n g -liv ed  a s se ts  
funds stream  and th e  index of s o e c if ic  demand, th e  value of th e  inpu t 
c o s ts  c u rre n tly  to  the firm . A sset accounting , q u a lif ie d  through the  
employment of a s o e c if ic  index w ith in  the tim e dim ension, defines the
C onsideration  o f th e  problems in h e ren t in  th e  co n s tru c tio n  of 
an accep tab le  genera l index and s p e c if ic  index were not an o b je c t of 
in v e s t ig a t io n  in  th i s  oaper. I t  i s  f e l t  th a t  the co n s tru c tio n  o f such 
i s  n o t o u ts id e  th e  realm o f p o s s ib i l i ty .  For p re se n t purposes i t  su f­
f ic e s  to  enumerate only one qua-1 ' f i c a t io n  and th a t is  w ith  re fe re n c e  to  
th e  sp e c if ic  index . An in te rn r  ^ly eva lua ted  and co n stru c ted  index i s  
d e s ira b le  s in ce  i t  i s  held thu -e  i s ,  in  most a c tu a l s i tu a t io n s ,  a  de­
cided  d if fe re n c e  between owner value and e x te rn a l v a lu e , e .g . ,  m arket 
v a lu e s , the econom ists say , a re  p iv o ta l p o in ts  determ ined m arg ina lly  as 
the r e s u l t  of the  a c t i v i t i e s  of th e  le a s t  e f f ic ie n t  p a irs  o f p a r t i c i ­
p a n ts , buyers and s e l l e r s ,  in  the m arket.
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a p p r e c i a t i o n  o r  d e p r e c i a t i o n  o f  v a l u e  t o  t h e  f i r m ;  t h i s  c h a n g e  i s  a  
f u n c t i o n  o f  r e g u l a r  a c t i v i t y  ( h o l d i n g  a n d  u l t i m a t e  u s e  o r  h o l d i n g  a n d  
u l t i m a t e  l o s s )  a n d / o r  i r r e g u l a r  a c t i v i t y  ( l i q u i d a t i o n  s a l e  o f  a s s e t s ) .  
D e p r e c i a t i o n  a c c o u n t i n g  d e f i n e s  t h e  q u a n t i t y  o f  p u r c h a s i n g  o o w e r  ( h e r e ­
t o f o r e  c o m m i t t e d  t o  t h e  l o n g - l i v e d  a s s e t  i d e n t i t y )  r e a s o n a b l y  d e t e r m i n e d  
a s  c u r r e n t l y  e x o e n d e d  i n  t h e  p r o d u c t i o n  o f  r e v e n u e s  w i t h i n  t h e  a c t i v i t y  
d i m e n s i o n ;  t h i s  q u a n t i t y  i s  a  f u n c t i o n  o f  t h e  f a c t o r s  a f f e c t i n g  t h e  
f u n c t i o n a l  c a p a c i t y  o f  t h e  a s s e t .  The l a t t e r  s t a t e m e n t s  e v i d e n c e  t h e  
c o - e x i s t e n t  c o n s i d e r a t i o n s  r e g a r d i n g  t h e  l o n g - l i v e d  a s s e t s  f u n d s  an d  
t h e i r  r e m a i n i n g  s e r v i c e  p o t e n t i a l s  ( t h e  b a l a n c e  s h e e t  p o s i t i o n  o f  t h e  
f l o w  o f  l o n g - l i v e d  a s s e t s  f u n d s )  a n d  t h e  a m o u n t  o f  t h e  s e r v i c e s  w h i c h  
h a v e  b e e n  e x p e n d e d  ( t h e  in c o m e  s t a t e m e n t  p o s i t i o n  o f  t h e  f l o w  o f  l o n g -  
l i v e d  ® s e t s  f u n d s ) .
I n  o t h e r  w o r d s ,  t h e  d e p r e c i a t i o n  f u n d s ^  a r e  a  f u n c t i o n  o f  t h e  
c o u r s e  o f  t h e  s e r v i c e  b e n e f i t s  o f  t h e  a s s e t  r e n d e r e d  t o  t h e  f i r m ,  m one­
t a r y  s t a t e m e n t s  o f  w h i c h  a r e  q u a l i f i e d  j o i n t l y  b y  t h e  c h a n g e s  i n  t h e  
o u r c h a s i n g  o o w e r  o f  t h e  m o n e t a r y  u n i t  a n d  b y  c h a n g e s  i n  t h e  s p e c i f i c  
d em an d  f o r  t h e  a g e n t s  o f  f u n c t i o n  c a p a c i t y  t o  w h i c h  t h e  f u n d s  w e r e  com­
m i t t e d .  The m o n e t a r y  s t a t e m e n t  o f  d e o r e c i a t i o n  f u n d s  q u a l i f i e d  b y  t h e  
e m p lo y m e n t  o f  a  s p e c i f i c  i n d e x  o f  dem and f o r  l i k e  f u n c t i o n a l  c a o a c i t y  
a l l o w s  t h e  s t a t e m e n t  o f  e c o n o m ic  f u n d s  o u t f l o w  ( a n  e c o n o m ic  c o s t ) .
T h r o u g h  t h e  q u a l i f i c a t i o n  o f  d e o r e c i a t i o n  f u n d s  b y  e m p l o y i n g  a  g e n e r a l
^ " D e p r e c i a t i o n  f u n d s , "  t h e  i d e n t i f i c a t i o n  o f  t h e  a c t i v i t y  p h a s e  
o f  t h e  f l o w  o f  l o n g - l i v e d  a s s e t s  f u n d s ,  t h e  s p e c i f i c  s p a n  o f  f l o w  b e i n g  
f u n d s  o u t f l o w s  ( c o s t s )  a s  a c c o u n t e d  f o r  t h r o u g h  d e p r e c i a t i o n  a c c o u n t i n g  
a n d  e m p lo y e d  b y  a p p l i c a t i o n  o f  t h e  m a t c h i n g  c o n v e n t i o n  i n  In c o m e  a c c o u n t ­
i n g .
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index of purchasing Dower, the d if fe re n c e  in  the r e s u l t s  thus obtained  
and the  q u a l i f ic a t io n  of the o r ig in a l purchasing power by a s p e c if ic  
index of demand fo r  l ik e  fu n c tio n a l cap ac ity  (sae  oreceding sta tem en t) 
allow s a re fin ed  statem ent o f the com position of the  n e t increm ent (or 
decrem ent) earned by the firm . The n e t increm ent thus i s  d e fin ed  as 
to  the po rtion  r e s u l t in g  from changes in  a s3 e t values which have p ass iv e ly
accrued through time and which are  id e n t i f ia b le  as h av in T been c u r re n tly
1* 5re a l iz e d  and the p o rtio n  r e s u l t in g  from normal a c t iv i ty .
The fo llow ing prem ises are assumed to  be tru e :
(1) There is  a c e r ta in  body of funds which must be committed to  
the n a tu re  of lo n g -liv ed  a s s e ts ,  th e  in te g r i ty  of which 
must be m aintained in ta c t  ( i . e . ,  the power to  coimnand o th e r 
goods and s e rv ic e s )  in  o rder fo r  th e  firm  to  be able to 
a t t a in  s o e c if ic  ends.
(2) I t  i s  p o ss ib le  fo r  accountan ts to  d e fin e  th e se  lo n g -liv ed  
a s se ts  funds a t  various p o in ts  in  t h e i r  flow in  terms having 
economic s ig n if ic a n c e .
Management, em phatically  apo rised  of such through accounting , can pro­
ceed to  d i r e c t  the  employment of th e se  funds in  a s ig n i f ic a n t ly  ra t io n a l  
and conscious manner, co g n isan t th a t  a p o rtio n  o f th e  revenues^1 re p re se n t
In  terms o f the a s s e t  accounting , and as r e f le c te d  in  th e  equ ity  
accoun ts , i t  allow s a s ta tem en t of rem aining ap p re c ia tio n  (o r  lo s s )  y e t  
to  be r e a l iz e d  (n o t in f re q u e n tly  r e f e r re d  to  as "holding" gains and 
T o sse s), cf." a n te , F igure 20, page 131*.
verb a l summary drawn from F igures 3 , U, 5 and 6 , pages 26, 30, 
31 and 1*1, r e s p e c tiv e ly .
^"Revenues" define th e  Inflow  of a s s e ts  re p la c in g  th e  a s s e ts
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recouped lo n g -liv ed  a s s e ts  funds which have completed th e i r  c y c l ic a l  
flow through commitment, u t i l i z a t i o n  and recoupment* For management, 
the emohasis should be sh if te d  rep ea ted ly  and em phatically  from n e t 
inflow s tc  gross inflow s and to  the  natu re o f the outflow s which i t  
may be reasoned and defended lo g ic a l ly  are  recouned in  these  funds 
in flow s.
The "funds id e n t i f ic a t io n  form at" has been in troduced w ith the 
above emohases as i t s  primary purpose in  rep o rtin g  to  and aid ing  in  the 
"d ire c tio n  of funds" processes of management. Emphasis in tended  in the 
sta tem ent of p o s itio n  is  th a t  lo n g -liv ed  a s se ts  a re  committed funds 
o f economic s ig n if ic a n c e . This emohasis of economic s ig n ific a n c e  of 
these  lo n g -liv ed  a s se ts  (committed) funds is  obtained when the rep o rtin g  
techniques are  expanded and allowed to  encompass the varying magnitudes 
o f oommand of the monetary u n it used as th e  medium o** ex p ressio n  of the 
ex is ten ce  of th e  s o e c if ic a l ly  committed funds. F u rth er emphasis pro­
ceeds from re p o rtin g  th e  vary ing , i n t r i n s i c  command power o f th e  a s se t 
forms which th e se  funds have assumed. This form at in  th e  sta tem ent of 
revenues and recouped c o s ts  emphasizes th a t  funds s a c r if ic e d  (c o s ts )  
f i r s t  must be recouped befo re  any economic increm ent i s  o b ta in ed . Here 
management's a t te n tio n s  should be a r re s te d  by co n fro n ta tio n  w ith  the  
co n s id e ra tio n  th a t  e a r l i e r  comnitments to  a p a r t ic u la r  id e n t i ty  (n a tu re )  
have been expended and th a t  the s h i f t  from such committed form to  a form
expended to  produce such inflow s and th ese  a s s e ts  Inflow s a s p ire  to  
possessing  th e  c h a ra c te r i s t ic  of l iq u id ity *
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m o re  c l o s e l y  a p p r o x i m a t i n g  l i q u i d  f u n d s  I s  b e i n g  c o m o le  t e d .  I n  p r e s e n t  
m a n a g e r i a l  d e c i s i o n s  r e l a t i v e  t o  t h e  f u t u r e ,  t h e r e f o r e ,  one  o f  t h e  
a l t e r n a t i v e s  t o  b e  c o n s i d e r e d  i s  r e i n v e s t m e n t  o f  t h e  r e c o u p e d  d e p r e c i ­
a t i o n  f u n d s  i n  f u n c t i o n a l  c a o a c i t y  t h e r e b y  m a i n t a i n i n g  t h e  i n t e g r i t y
7
o f  t h e  l o n g - l i v e d  a s s e t s  f u n d s .
T h i s  s p e c i f i c  e m p h a s i s  i s  c o n t i n u e d  w i t h i n  t h e  f r a m e w o r k  o f  a  
f u n d s  s t a t e m e n t  ( f u n d s  d e f i n e d  a s  a l l  f i n a n c i a l  r e s o u r c e s )  w h e r e  t h e r e  
i s  o p o o r t u n i t y  i n  c o n t i n u i n g  t h e  u s e  o f  t h e  " f u n d s  i d e n t i f i c a t i o n  
f o r m a t "  t o  e m p h a s i z e  s p e c i f i c a l l y  t h e  c h a r a c t e r i s t i c  o f  c o n t i n u o u s  f l u x  
o f  f u n d s  c o t r m i t t e d  t o  t h e  n a t u r e  o f  l o n g - l i v e d  a s s e t s  a s  w e l l  a s  t h e  
c o n t i n u o u s  f l u x  o f  t h e  e c o n o m ic  v a l u e s  o f  a l l  f u n d s .  H e r e i n  t h e r e  i s  
a  r e c o n c i l i n g  f ro m  one  r e p o r t  t o  t h e  n e x t  a s  t o  w h e t h e r  o r  n o t  a  s h i f t  
i n  f u n d s  h a s  o c c u r e d  f ro m  a  c i r c u l a t i n g  t o  a  c o m m i t t e d  f o r m ,  o r  v i c e  
v e r s a ,  a s  a  r e s u l t  o f  m a n a g e m e n t ’ s  i m p le m e n te d  d e c i s i o n s  a f f e c t e d  i n  
t h e  p e r i o d  c o v e r e d  hr t h e  s t a t e m e n t .  The b a s i s  o f  c o m D a r l s o n  f o r  s u c h  
c o n t i n u e d  r e p o r t i n g  i s  t h e  e c o n o m i c a l l y  s t a t e d  r e c o u p e d  d e p r e c i a t i o n  
f u n d s  i n  t h e  " s t a t e m e n t  o f  r e v e n u e s  a n d  r e c o u p e d  c o s t s "  t o  t h e  c u r r e n t ,  
e c o n o m i c a l l y  s i g n i f i c a n t  l o n g - l i v e d  a s s e t s  f u n d s  i n  t h e  s t a t e m e n t  o f  
p o s i t i o n .  The t o t a l  i n t e n t  i s  t o  e m p h a s i z e  t h e  f l o w  o f  e c o n o m ic  v a l u e s  
f r o m  o n e  a s s e t  t o  a n o t h e r *
I n  t h e  i l l u s t r a t i v e  p r o b l e m  i n  C h a p t e r  VTI o f  t h i s  p a p e r ,  t h e  
s h i f t  i n  f u n d s ,  u n d e r  c l o e e l y  c o n t r o l l e d  c o n d i t i o n s ,  f r o m  t h e  n a t u r e  o f
^ " I n t e g r i t y  o f  l o n g - l i v e d  a s s e t s  f u n d s "  -  t h e  p o w e r  t o  coranand 
o t h e r  g o o d s  a n d  s e r v i c e s .
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l o n g - l i v e d  a s s e t s  t o  t h e  m ore  l i q u i d  n a t u r e  o f  t h e  common a s s e t s  f u n d s  
i s  c l e a r l y  d i s c e r n i b l e .  A t t h e  p o i n t  o f  r e c o u p m e n t  o f  t h e  l o n g - l i v e d  
a s s e t s  f u n d s  c u r r e n t l y  e x p e n d e d  t h e  m o s t  e m p h a s i s  b y  a c c o u n t a n t s  i s  
n e e d e d  s o  t h a t  m a n a g e m e n t  w i l l  e n g a g e  i n  c o n s c i o u s ,  d e l i b e r a t e  p o l i c i e s  
r e g a r d i n g  t h e  d e p l o y m e n t  o f  t h e  r e c o u p e d  d e p r e c i a t i o n  f u n d s .  I t  i s  
s t a t e m e n t s ,  s u c h  a s  n o t e d  i n i t i a l l y  i n  t h i s  p a p e r ,  t o  t h e  e f f e c t  t h a t  
r e c o u p e d  d e p r e c i a t i o n  f u n d s  may b e  a v a i l a b l e  f o r  r e i n v e s t m e n t ,  w h ic h  
h a v e  l e d  t o  t h e  v e r y  c o n s c i o u s  e f f o r t  i n  t h i s  p a p e r  t o  t r a c e  t h e  f l o w s  
o f  f u n d s  i d e n t i f i e d  w i t h  l o n g - l i v e d  a s s e t s .  As a  r e s u l t  o f  s u c h  e f f o r t  
i t  i s  c o n c l u d e d  t h a t  i t  i s  a  m a t t e r  o f  ( 1 )  b e i n g  c o g n i z a n t  o f  when t h e  
c o m m i t t e d  f u n d s  h a v e  a t t a i n e d  a  d e g r e e  o f  l i q u i d i t y  w h i c h  m akes them  
a v a i l a b l e  o n c e  a g a i n  f o r  c o i m i t m e n t ,  a n d  ( 2 )  p l a n n i n g  ( b u d g e t i n g )  f o r  
t h i s  s u b s e q u e n t  c o m m i tm e n t .
The i n v e s t i g a t i o n  a l s o  h a s  l e d  t o  t h e  c o n c l u s i o n  t h a t  g e n e r a l l y  
a c c o u n t a n t s  r e c o g n i z e  t h e  f l u x  o r  s h i f t  b e t w e e n  l o n g - l i v e d  a s s e t s  f u n d sg
a n d  f u n d s  a n o r o x i m a t i n g  a  m o re  l i q u i d  s t a t e .  A c c o u n t a n t s ,  h o w e v e r ,  d o
n o t  e m p h a s i z e  t h i s  f l u x  f o r  m a n a g e m e n t ,  p a r t i c u l a r l y  t h a t  s p a n  o f  f lo w
w h e re  t h e s e  c o m m i t t e d  f u n d s  h a v e  a t t a i n e d  o n c e  a g a i n  r e l a t i v e  l i q u i d i t y
o
and  a r e  c u r r e n t l y  a v a i l a b l e  f o r  a  v a r i e t y  o f  u s e s  i n c l u d i n g  r e i n v e s t m e n t  
o r  r e - c o m m i t m e n t  t o  t h e  n a t u r e  o f  l o n g - l i v e d  a s s e t s  f u n d s .  E m p h a s i s  on 
" n e t "  r e v e n u e s ,  t o  t h e  e x c l u s i o n  o f  t h e  c o n s i d e r a t i o n  t h a t  i t  i s  " g r o s s "  
r e v e n u e s  ( a s s e t s  i n f l o w s )  t h a t  s h o u l d  b e  t h e  f i r s t  o b j e c t  o f  m a n a g e m e n t s
Q
C f .  a n t e ,  f o o t n o t e  1 7 ,  p a g e  6 6 .
^ C f .  a n t e ,  p o i n t  7> p p .  7 9 - 8 0 .
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a t t e n t i o n ,  c o n t r i b u t e s  m uch t o  t h e  a m b i g u i t y  o f  t h e  a c c o u n t i n g - m a n a g e ­
m e n t  p r o b le m  o f  m a i n t a i n i n g  c a p i t a l  i n t a c t .  D e p r e c i a t i o n  f u n d s  d o  n o t  
r e c e i v e  d u e  e m p h a s i s  i n  t e r m s  o f  b e i n g  r e c o u p e d  a n d  a v a i l a b l e  a n d ,  t h e r e ­
f o r e ,  a  s p e c i f i c  c o n s i d e r a t i o n  am ong a l t e r n a t i v e s  i n  d e c i s i o n  m a k in g  
a f f e c t i n g  m a i n t e n a n c e  o f  t h e  i n t e g r i t y  o f  t h e  l o n g - l i v e d  a s s e t s  f u n d s .
C o n t i n u e d  c o n c e r n  w i t h  t h e  e x p r e s s i o n  t o  t h e  e f f e c t  t h a t  r e c o u p e d  
d e p r e c i a t i o n  f u n d s  "may b e "  r a t h e r  t h a n  " w i l l  b e "  a v a i l a b l e  f o r  r e i n ­
v e s t m e n t  u n d e r l i e s  t h e  e x p o s i t i o n  o f  T h e  F i r m  p r o b l e m .  T he  f l u x  o f  
e c o n o m ic  v a l u e s  b e t w e e n  l o n g - l i v e d  a s s e t s  f u n d s  a n d  common a s s e t s  f u n d s  
h a d  t o  b e  d e m o n s t r a t e d .  The s p e c i f i c  f l o w  b e t w e e n  t h e  tw o  s t r a t a  o f  
f u n d s  w h ic h  n e e d e d  t o  b e  t r a c e d  w a s  r e c o u p e d  d e p r e c i a t i o n  f u n d s .  As 
f a r  a s  s o u r c e s  o f  f u n d s  f o r  i n v e s t m e n t  i n  l o n g - l i v e d  a s s e t s  w e r e  c o n ­
c e r n e d ,  o n l y  tw o  s o u r c e s  w e r e  c o n s i d e r e d :  ( 1 )  a d d i t i o n a l  o w n er  i n v e s t ­
m e n t ,  a n d  ( 2 )  r e c o u p e d  d e p r e c i a t i o n  f u n d s .  W i th  tw o  v a r i a b l e s ,  t h e  f o u r  
p o s s i b l e  c o m b i n a t i o n s  o f  t h e s e  v a r i a b l e s  w e r e  o b s e r v e d .  I n  tw o  c a s e s  
r e c o u p e d  d e p r e c i a t i o n  f u n d s  w e r e  p r o p o s e d  f o r  r e i n v e s t m e n t ,  i n  t h e  o t h e r  
t w o ,  w e r e  a l l o w e d  t o  e n t e r  i n t o  t h e  cceunon a s s e t s  f u n d s .  The e f f e c t s  on 
t h e  a c t i v i t y  o f  t h e  coimnon a s s e t s  ( w o r k in g  c a p i t a l )  f u n d s  h a v e  b e e n  o b ­
s e r v e d ,  U n d e r  t h e  c o n d i t i o n s  w h e re  r e i n v e s t m e n t  o f  r e c o u p e d  d e p r e c i a t i o n  
f u n d s  i s  n o t  t h e  p l a n ,  w o r k in g  c a p i t a l  r e f l e c t s  t h i s  c o n t r i b u t i o n  t o  
g r o w t h  b y  r e c o u p e d  d e p r e c i a t i o n  f u n d s  o v e r  a n d  a b o v e  i t s  a b i l i t y  t o  
g e n e r a t e  i t s  own c o n t i n u a n c e  p l u s  t h e  g r o w t h  f a c t o r  c o n t r i b u t e d  b y  i n ­
c r e m e n t a l  e c o n o m ic  i n f l o w s .  The conm on  a s s e t s  f u n d s  r e f l e c t  t h i s  g r o w th  
b y  e x h i b i t i n g  a n  e a r l y  p r o n e n e s s  t o  s l u g g i s h n e s s .  C o n c l u s i o n :  r e c o u p e d
d e p r e c i a t i o n  f u n d s  c a n  b e  a  g r o w t h  f a c t o r  i n  w o r k i n g  c a p i t a l  f u n d s .
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F o r  t h e  g r o w in g  and  t h e  m a t u r e d  f i r m  t h i s  g r o w th  i n  w o r k i n g  
c a o i t a l  f u n d s  c o u l d  becom e a  f a c t o r  l e a d i n g  t o  l a x i t y  i n  e x e r c i s i n g  
d u e  c o n t r o l  o v e r  w o r k in g  c a o i t a l  f u n d s .  I f  s u c h  w o r k in g  c a p i t a l  g r o w th  
i s  n e e d e d ,  tw o  q u e s t i o n s  w h ic h  n e e d  t o  b e  w e ig h e d  a r e i
( 1 )  W i l l  u s i n g  t l i e s e  f u n d s  a s  w o r k in g  c a p i t a l  a d v e r s e l y  a f f e c t  
t h e  m a i n t e n a n c e  o f  t h e  i n t e g r i t y  o f  t h e  l o n g - l i v e d  a s s e t s  
f u n d s ?  and
( ? )  W hich  w i l l  be  l e s s  e x p e n s i v e  t o  f i n a n c e ,  i n t e r m i t t e n t  w o r k ­
i n g  c a p i t a l  n e e d s  f o r  r e l a t i v e l y  s h o r t  p e r i o d s  o f  t i m e ,  o r  
l o n g - l i v e d  f u n c t i o n a l  c a p a c i t y  f o r  r e l a t i v e l y  l o n g  p e r i o d s  
o f  t i m e ?
I n  t h e  c a s e  w h e r e  r e i n v e s t m e n t  o f  r e c o u o e d  d e p r e c i a t i o n  f u n d s  i s  t h e  
p l a n ,  w o r k in g  c a p i t a l  f u n d s ,  s u o o l e m e n t e d  b y  i n c r e m e n t a l  e c o n o m ic  i n ­
f l o w s ,  a o p e a r e d  t o  c o n t i n u e d  t o  b e  m ore  t h a n  a d e q u a t e ,  e v e n  t o  b e c o m in g  
s l u g g i s h  i n  t h e i r  t u r n o v e r . ^  T h i s  o b s e r v a t i o n  l e a d s  t o  t h e  g e n e r a l  
c o n c l u s i o n  t h a t  d e p r e c i a t i o n  f u n d s  c o v e r e d  b y  c u r r e n t  r e v e n u e s  r e a s o n ­
a b l y  c a n  be e x p e c t e d  t o  be  c u r r e n t l y  a v a i l a b l e  f o r  m a n a g e m e n t ' s  s p e c i f i c  
d i r e c t i v e s .
E f f e c t s  o n  t h e  l o n g - l i v e d  a s s e t s  f u n d s  o f  r e i n v e s t i n g  v s .  n o t  
r e i n v e s t i n g  r e c o u p e d  d e p r e c i a t i o n  f u n d s  h a v e  b e e n  o b s e r v e d  t o  a s c e r t a i n  
w h e t h e r  t h e s e  c o m m i t t e d  f u n d s  p o s s e s s  e n o u g h  c a p a b i l i t y  t o  g e n e r a t e  
t h e i r  own c o n t i n u a n c e .  I n  t h e  tw o  c a s e s  w h e re  no  "n ew "  o w n e r  i n v e s t m e n t s  
w e r e  i n t e r j e c t e d ,  c o n t i n u o u s  r e i n v e s t m e n t  o f  r e c o u p e d  d e p r e c i a t i o n  f u n d s
10Cf. a n te , F igure 27, page 163.
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was h e l d  t o  b e  t h e  p r o g r a m  i n  one  c a s e ,  n o  r e i n v e s t m e n t  u n t i l  l a p s e  o f  
t h e  e c o n o m i c  l i f e  o f  t h e  a s s e t s ,  t h e  p ro p ra m  i n  t h e  o t h e r  c a s e .  I n  t h e  
f i r s t  o f  t h e s e  tw o c a s e s ,  t h e  c u r r e n t l y  r e c o u p e d  d e p r e c i a t i o n  f u n d s  
m a r k i n g  t h e  e n d  o f  t h e  e c o n o m ic  l i f e  o f  t h e  o r i g i n a l  i n v e s t m e n t  w e r e  
f o u n d  t o  b e  m ore  t h a n  s i x  a n d  a  h a l f  t i m e s  t h o s e  a t  t h i s  same p o i n t  i n  
t im e  i n  t h e  s e c o n d  c a s e .  I n  b o t h  c a s e s  t h e  r a t e  o f  r e t u r n  h a s  c o n ­
t i n u e d  t o  i n c r e a s e  b u t  w hen e i t h e r  t h e  w o r k i n g  c a o i t a l  t u r n o v e r s  o r  t h e  
i n v e s t e d  c a n i t a l  t u r n o v e r s  a r e  c o n s i d e r e d ,  i t  i s  d i s c o v e r e d  t h a t  b o t h  
a r e  d e c l i n i n g  ( i n  t h e  f i r s t  c a s e ,  a f t e r  o e a k i n g  i n  t h e  f o u r t h  y e a r ,  
i n  t h e  s e c o n d  c a s e  d e c l i n i n g  s t e a d i l y  f ro m  i n c e p t i o n ) .  I t  c a n  b e  c o n ­
c l u d e d  t h a t  r e i n v e s t m e n t  o f  r e c o u o e d  d e p r e c i a t i o n  f u n d s  i s  p r e f e r a b l e  
( i . e . ,  i f  t h e  f u n c t i o n a l  c a n a c i t v  t h u s  o b t a i n e d  i s  n e e d e d  and  w i l l  b e  
u t i l i z e d ) .  S l u g g i s h n e s s  i n  t h e  w o r k i n g  c a p i t a l  t u r n o v e r s  i n d i c a t e  t h a t  
f u n d s  b e y o n d  c u r r e n t l y  r e c o u p e d  d e p r e c i a t i o n  f u n d s  r e a s o n a b l y  may be  
a s s u m e d  t o  b e  a v a i l a b l e .  U n d e r  t h e  o t h e r  tw o s e t s  o f  c o n d i t i o n s ,  " n e w M 
f u n d s  r e v e a l  a  g r e a t e r  p r o c l i v i t y  t o  c o n t r i b u t e  t o  t h e  g r o w t h  o f  f u n c ­
t i o n a l  c a o a c i t y ,  t h e  g r e a t e s t  c o n t r i b u t i o n  b e i n g  a f f e c t e d  w hen "new " 
i n v e s t m e n t  p l u s  r e i n v e s t m e n t  o f  c u r r e n t l y  r e c o u p e d  d e o r e c i a t i o n  f u n d s  
a r e  t h e  o r o g r a m  o f  m a n a g e m e n t  f o r  l o n g - l i v e d  a s s e t s  f u n d s .
D e p r e c i a t i o n  d e f i n e s  r e c o u p e d  f u n d s .  T h e s e  r e c o u p e d  d e p r e c i a t i o n  
f u n d s ,  i f  e m p h a t i c a l l y  r e c o g n i z e d  a n d  r e p o r t e d  a s  a v a i l a b l e  c a n  b e  c o n ­
s c i o u s l y  m a n a g e d  a n d  d i r e c t e d  t o  m a i n t a i n  t h e  i n t e g r i t y  o f  t h e  l o n g -  
l i v e d  a s s e t s  f u n d s .  I t  i s  c o n c e d e d  t h a t  f u n d i n g  o f  t h e  b a l a n c e  o f  t h e  
" a c c u m u l a t e d  d e p r e c i a t i o n "  b a l a n c e  w o u ld  w e a k e n  t h e  e f f e c t i v e n e s s  o f  
f i n a n c i a l  m a n a g e m e n t  a n d  c o n c e i v a b l y  c o u l d  b e  a  c o s t l y  p o l i c y  i n  t h e  l o n g
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r u n .  On t h e  o t h e r  h a n d ,  i t  i s  s u g g e s t e d  t h a t  t h e  o o r t i o n  o f  s u c h  b a l ­
a n c e s  d e f i n e d  a n d  o r i g i n a t i n g  f r o m  t h e  c u r r e n t  d e o r e c i a t i o n  c h a r g e s ,  
e c o n o m i c a l l y  s t a t e d ,  a r e  " f u n d e d "  t o  t h e  e x t e n t  t h a t  t h e y  a r e  c o v e r e d  
b y  r e v e n u e s .  M an ag em en t h a s  a v a i l a b l e  t o  i t  a  s o u r c e  o f  f u n d s  c u r ­
r e n t l y  a v a i l a b l e  f o r  m a i n t a i n i n g ,  a t  l e a s t  a  o o r t i c n o f ,  t h e  f u n c t i o n a l  
c a o a c i t y  o f  t h e  f i r m ' s  l o n g - l i v e d  a s s e t s ,  F o r  t h e  new f i r m  t h e s e  
c u r r e n t l y  a v a i l a b l e  f u n d s ,  i f  r e c o g n i z e d  a n d  r e c o m m i t t e d ,  c a n  c o n t r i b u t e  
t o  t h e  e x n a n s i o n  o r  e m p l o y a b l e  f u n c t i o n a l  c a o a c i t y  w i t h o u t  a d d i t i o n a l  
i n v e s t m e n t ;  f o r  t h e  m a t u r e d  f i r m ,  m a i n t a i n  t h e  i n t e g r i t y  o f  i t s  l o n g -  
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